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Editorial Comment 


Whether the average citizen is prepared to 
Liberty or surrender his freedom of action, for the sake 
Regulation? of a program of what is loosely termed social 

security, is probably the most fundamental 
issue in public life today. For at least two centuries the 
basic philosophy of individual liberty has prevailed, and 
on that foundation the scope for governmental action was 
necessarily limited. In England the liberties of the subject 
were recognized in innumerable ways in the statute and 
the common law, while in the United States and many 
other younger countries certain provisions to the same end 
were incorporated in written constitutions. The process 
of extending the sphere of government, which has been so 
evident in recent years, has been achieved by circumscrib- 
ing and encroaching upon the individual’s liberty while 
at the same time his constitutional status has not been 
changed. In a great many matters, whenever a new law 
or regulation appears, the question arises, has the govern- 
ment the right to do this? Under the British system 
parliament is all-powerful, but the moral element can never 
be entirely ignored. Where there is a written constitution 
the scope for legislative action is apt to be more restricted. 


63 





THE CANADIAN CHARTERED ACCOUNTANT 


In federal systems, there is the additional limitation aris- 
ing from the division of defined powers. 

Of course in practically all countries there are emer- 
gency powers which may be utilized in time of war, and 
in Canada the War Measures Act is the authority for much 
of what the Dominion government is now doing. If, when 
these expire on the termination of the war, there is a pub- 
lic demand for similarly aggressive action in time of peace, 
then the question of what our governments may do, and 
how the authority should be divided between Dominion and 
provinces, will have to be re-examined. Possibly by that 
time public opinion will be sufficiently crystallized to enable 
the decision to be made without the awkward situation of 
a powerful minority. Thus far, however, individual free- 
dom and collective action appear to be two irreconcilables. 

Specific illustrations are not difficult to find. Employ- 
ment control, through the selective service organization, 
is one. The right of the individual to choose his own 
occupation and sell his efforts typifies his escape from the 
serfdom of the middle ages, yet the surrender of this right 
is implied in any scheme whereby the government would 
have the power to direct rather than merely offer; in 
other words, a mere labour exchange would be no more 
than the governmental employment service that we had 
before the war, whereas a selective service which also 
administers the unemployment insurance could easily de- 
prive a worker of his freedom of employment. 

Another illustration is property rights. Is ownership 
primarily individual, leaving to the state merely a power 
to tax, or is it primarily vested in the state, leaving the 
individual merely a restricted life interest? Until quite 
recently, there was no question about the right of the in- 
dividual to acquire or dispose of property by purchase, sale 
or gift, and to move his personal property to anywhere 
he chose to reside. But the whole trend of recent legislation 
and controls, including succession duties, industrial regula- 
tions and foreign exchange control, has been towards denial 
of that right, so that transfers between people and between 
places can be made only subject to rigid governmental regu- 
lations. If these are also extended into peace time, then 
real freedom in respect to property as well as labour be- 
comes obsolete. 

This problem is exercising the minds of students of 
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public affairs, and The Canadian Bar Review in April 1944 
printed an excellent address by Walter S. Johnson, K.C., 
entitled “The Reign of Law under an Expanding Bureau- 
cracy”. In a later issue of the same review Kenneth F. 
MacKenzie states: “In the last fifty years man seems to 
have been left behind by his own creations ... . Holding 
it to be self-evident that we are entitled to life, liberty and 
the pursuit of happiness, and that no man should be de- 
prived of his property without due process of law, we 
lawyers build up an unanswerable case for a society of 
which unbiased arbitrament of all disputes, whether be- 
tween government and citizen or between individuals, is the 
corner-stone. But somehow our case is ignored, and advoc- 
acy of the maintenance and extension of the bureaucratic 
system persists .... I suggest that we should re-examine 
our premises ....Is man’s chief end to glorify the state? 
.... What people have to decide, obviously, is whether 
government is to remain an agency for doing those things 
which they want to do collectively, and only those things, 
or whether it is to incorporate all individuals into a vast 
juggernaut the broad objectives of which they will en- 
deavour to determine in periodic elections but to which on 
the great mass of questions they will be individually and 
collectively subject. 


While the interest of the public, in respect 
The Public to the finances of the Dominion government, 
Accounts tends to be centred these days on keeping 
of Canada up with current taxation and borrowing, we 

pause to note an important change in the 
method of presenting to the public the accounts for past 
periods. “The Public Accounts of the Dominion of Canada 
for the fiscal year ended March 31, 1943”, now available 
from the King’s Printer, Ottawa, at $4 per copy, marks the 
beginning of a new series. Not that the public accounts 
are new—they have been published annually since about 
Confederation, and therefore provide the continuous record 
of the Dominion’s finances. But they were kept to a rela- 
tively small volume, and in recent years were overshadowed 
in the matter of detail by the several volumes of the report 
of the auditor general. As a result, there was confusion, 
overlapping and inconvenience. In 1942 it was decided 
that the public accounts and the auditor general’s report 
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should be combined into a single document with some 
changes in the method of presentation. 

The new volume is of necessity large, since it is the single 
and complete source of information. It comprises a 53 
page introduction by the deputy minister of finance, which 
of itself is a comprehensive account of the Dominion’s 
finances; Part 1, consisting of 105 pages of statistical and 
comparative tables; Part II, the bulk of the book, giving 
by departments the revenue and appropriation accounts; 
and Part III, the auditor general’s report to the House of 
Commons, giving in 78 pages his comments on the informa- 
tion disclosed in the preceding sections and such other mat- 
ters as he is required or may wish to report upon. 

It makes a large volume of about one thousand pages, 
but as the Dominion government is by far the largest 
employer and business concern in the country, and under 
the present wartime program is handling over half the 
national income and expenditure, the detail is necessarily 
limited. For instance, under the Department of Munitions 
and Supply the operations of Small Arms Limited, with an 
output of some $15 millions, are covered in three pages. 
But for the ordinary government departments the presenta- 
tion gives the amount of detail usually found in public 
accounts; on the insurance department, for example, which 
operated on less than $200,000, there are three pages, 
including salaries and expenses of the principal employees. 
The mass of detail, arising out of the Dominion govern- 
ment’s new direct relations with its citizens on such matters 
as unemployment insurance, annuities, income tax, etc., has 
to be covered by summary accounts. 

Without any attempt to appraise the selection of detail, 
on which obviously there would be endless room for dif- 
ference of opinion, the volume as a whole looks like a rea- 
sonable presentation, and a credit to its producers. The 
real defect of public accounts at all times and apparently in 
all places, is one which is inherent, and therefore not likely 
to be overcome. It does cause difficulty, however, when 
any comparison is made with private enterprise. In re- 
spect to normal government services there is not, as a rule, 
any attempt to show the complete cost, by charging depre- 
ciation, or overhead, or the cost of space occupied. This 
weakness gives erroneous impressions in every direction. 
For instance, when the government states the cost of col- 
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lecting income tax, or raising a loan, it is giving only part 
of the picture. The 1943 amount for the Department of 
National Revenue is $15,194,166, but this takes no account 
of the capital investment, depreciation, or even maintenance 
of the building space occupied by the department through- 
out the country. Such accounting of course would be im- 
possible in private enterprise, which has no department of 
public works to carry the load, and must not incur an 
accumulation of debt without assets and earning power to 
correspond. It is this fundamental difference that makes 
possible these unusual words expressed by an officer of the 
auditor general’s department in an article, printed in THE 
CANADIAN CHARTERED ACCOUNTANT in May last: “The ob- 
jective of the balance sheet of Canada is not the same as in 
the case of a commercial corporation. The balance sheet 
of a corporation is for the purpose of showing its true 
financial position.” No doubt all trained accountants are 
aware of this difference, which we have already stressed, 
and will reject any inference that the public accounts are 
untrue to their own peculiar function. However, we allow 
the writer of the article to conclude his remarks in, his own 
words: “The form of the balance sheet of Canada is dictated 


by the constitutional rule that parliament has exclusive 
power over the public purse; therefore, by the form and 
contents of the balance sheet parliament weighs the con- 
sequences of its delegation of power to the executive govern- 
ment.” 


An article under the above title in our July issue 

stressed the fact that money is a utility of limited 

scope. Being a non-productive asset, no one 

wants more of it than serves his immediate pur- 

pose of cash on hand. Any attempt to force more 

of it into circulation, than the public requires, changes the 

entire program to one of a forced loan, and loosely worded 

schemes for “debt free” money are no more than taxation 

in another guise. The fact that Canada’s note circulation 

has trebled since the start of the war is not an indication of 

public readiness to accept any such imposition. It is due 

to increased employment, wages and prices, and to the ne- 

cessity for wider distribution of cash in every quarter 
where our armed forces are located. 

The evidence of Graham F. Towers, governor of The 

Bank of Canada, in response to questions before the House 
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of Commons Committee on Banking and Commerce, may 
very well be quoted to add emphasis to this point. On 
June 22 he said: “It is perfectly true that a government, 
directly or working through the central bank, can issue 
unlimited quantities of fiat paper money which it might 
never be called upon to redeem. It might force its people 
to accept unlimited quantities of that currency, except that 
at a certain stage the forcing becomes almost impossible 
.... That is a stage which has been reached in various 
countries today. To regard that paper money as money for 
which the government is not responsible simply because by 
legislation it is not called upon to redeem it, seems to me 
to be a mistake. The government is very definitely respon- 
sible for the preservation of its purchasing value, respon- 
sible to the people whom it forces to accept that paper 
.... The government does not pay interest; but of course 
the people who are forced to accept it, are forced to hold it 
as a non-earning asset. To the extent that there is reason- 
able need for the currency, the people are willing to do 
so and to use it as a medium of exchange. If the thing is 
pressed too far, then people are unwilling to hold currency 
as a non-interest earning piece of paper, and endeavour 
to get rid of it. Then we have an inflationary movement. . 
. . The Wartime Prices and Trade Board alone could not 
control a situation in which an inflationary form of finan- 
cing government needs had gone to such an extent that the 
pressure was extremely heavy. The Wartime Prices and 
Trade Board can resist a certain amount of pressure. They 
will crack if the pressure is too hard. For that I do not 
rely on theory, but on the experiences of other countries 
today .... In thinking of the proposals to finance govern- 
ment expenditures by issues of currency, we all agree that 
there is nothing in the slightest degree new about them 
.... That has been happening all over the world for gener- 
ations ... . And in deciding how far one can go, it is well 
to remember that a government or a central bank is dealing 
with a very sharp tool there, and a very dangerous one. It 
is very hard for the people to tell just what dangers they 
are being exposed to in the early stages. It has been the 
method most often used by governments to swindle their 
peoples. One needs to be pretty careful .... We want 
neither unemployment, revolution or swindle.” 


With over twenty billion of money in circulation in the 
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United States, and not far from one billion in Canada (the 
figures in both countries having approximately trebled 
since the start of the war) we have already experienced a 
currency expansion tremendous in size and also out of pro- 
portion to the gain in production and prices. Even before 
the war, United States money was being widely circulated 
and hoarded throughout the world, and this accounts for 
its relatively high volume as compared with Canada’s. Of 
course in Germany and Russia after the last war there was 
much greater expansion, but that spelled disaster to econ- 
omic life. Whenever we get back to a more normal life, 
some contraction will be inevitable, even if prices and em- 
ployment remain at or close to their present levels. 


By this time each member of the Association 
Our Coming in Canada and the United States has received 
Annual his copy of the programme for our annual 
Meeting meeting to be held in Saint John. While rela- 

tively few members will be able to go, it is 
hoped that the attendance will be sufficiently representative 
to enable our Council and committees to deal with the im- 
portant problems facing the profession. The total war in 
which we are engaged necessarily overshadows every other 
consideration, but on this occasion, for the first time in 
five years, it is at least possible to envisage its termination, 
and therefore to give more definite thought to the economic 
future of our country, the status of the accountant, and the 
training of students. The New Brunswick Institute has 
the arrangements completed, and adequate accommodation 
is assured. The Wednesday afternoon tax session, at which 
representatives of several institutes will speak, promises to 
be of special value. 


In this issue we publish, because of the numerous 
In This accounting problems involved, the statement by 
Issue the finance minister on the subject of chartered 

banks’ inner reserves, in the banking and com- 
merce committee of the House of Commons on June 6th. 
Another important article deals with “escalator” contracts 
in Great Britain. The customary review of current ac- 
counting literature is resumed this month. The income tax 
amendments are not yet available in final form. 
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Chartered Banks’ Inner Reserves 


(Herewith is the major part of a statement by Finance Minister 
Ilsley in the Banking and Commerce Committee of the House of 
Commons on June 6, 1944, on Inner Reserves of Chartered Banks. The 
statement was made in connection with discussion arising out of 
decennial revision of the Canadian Bank Act. The headings are 
ours.—Editor) 
I HAVE given very careful consideration to the points 

raised in this committee regarding the inner reserve 
position of the chartered banks, and, with the committee’s 
permission, I would like to make a statement in regard to 
the conclusions which I have reached. The discussion has 
reflected a great deal of confusion and misunderstanding 
in regard to the subject, and to clarify the whole position 
my statement has, I regret, to be longer than I would have 
liked. However, as a wrong decision might so adversely 
affect the interests of millions of people, I have felt it neces- 
sary not only to give the most thorough consideration to 
the issues raised but also to explain fully to the committee 
the reasons for the decisions I have reached. 


First, let me say a word about the meaning and pur- 
pose of the inner reserves of the banking system. Some 
members of this committee have appeared to suggest that 
they are unnecessary and must have some evil or sinister 
purpose. I wish to emphasize as strongly as I can that 
they are a necessary and universally recognized part of the 
business of banking. No prudent banker would carry on 
his business without them. No bank would be likely to 
survive which overlooked their necessity. The business of 
banking is based almost entirely on confidence. It deals 
in credit, exchanging its own evidences of debt for the 
evidences of debt of other people. That is to say, it issues 
its own promises or undertakings to pay cash on demand, 
or on short notice, which promises or undertakings serve 
as the popular medium of exchange and as the form in 
which the liquid savings of the public are held. Going 
to the other side of the balance sheet, the assets of the 
banking system, which are the security behind these prom- 
ises or undertakings given by the banks, are largely only 
the promises or undertakings of other individuals or busi- 
ness firms or governments to pay cash, usually over a 
longer period of time. Assuming no intervention of higher 
authority, the promises or undertakings of the banks to 
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pay cash on demand or on short notice are only good as 
long as banks are conducted in such a way as to retain the 
confidence of the public in the banks’ ability and willingness 
to pay, and that confidence can only be retained by pru- 
dent selection and conservative management of those prom- 
ises or undertakings of debtors which constitute their 
assets. 
The Need for Reserves 


Obviously, such a business must be attended with very 
considerable risks. This is the reason for the cash reserve 
provision and for all the other controls placed upon the 
business of banking by parliament. Contrary to an appar- 
ent belief in certain quarters, the 5 per cent cash reserve 
requirement is, of course, a limiting, not an expansive pro- 
vision. What parliament says to the banks is this, in ef- 
fect: While you hold assets of something over 100 per cent 
to meet all your liabilities to the public and while you may 
believe that those assets are sound, nevertheless you must 
keep non-productive cash in the form of Bank of Canada 
notes or deposits equal to at least 5 per cent of your lia- 
bilities. As we all know, however, the banks have found 
by experience that they must keep on the average a cash 
reserve of about double that size. In addition to this 10 
per cent cash reserve, they have also found it necessary 
to keep secondary reserves of substantial magnitude in the 
form of highly liquid, quickly realizable assets, usually very 
short term securities of the highest grade. The rest of 
their assets may be in commercial loans or other types of 
assets not so quickly realizable. Their total assets, how- 
ever, must be in excess of 100 per cent of their liabilities 
to the public, this excess being represented by the amount 
of the shareholders’ equity. That simple and obvious fact 
seems to be constantly overlooked by those who speak about 
a ten-to-one ratio. The banks’ liabilities to the public are 
offset and protected by more than 100 per cent of assets; 
these assets are carefully selected and can be divided into 
various categories according to the speed with which they 
can be turned into cash; approximately 10 per cent must be 
actual cash in the form of notes of or deposits with the 
Bank of Canada and an additional considerable amount 
capable of being realized in cash on practically a moment’s 
notice. Analysis of the balance sheet of any bank will 
make this readily apparent. 
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Nevertheless, in spite of all the precautions which the 
banks are required to take by law and by the dictates of 
experience, if too large a proportion of the promises or un- 
dertakings made to the banks by the debtors of the banks 
is not fully honoured as the debts come due, the banks will 
not be able to meet the promises and undertakings which 
they have given to the public. If a bank fails to make full 
and conservative provision in its balance sheet for possible 
failure of its debtors to pay in full, it is running the gravest 
of risks and representing too optimistically its position to 
the public who are its creditors.. 

This lesson has been illustrated so many times in the 
history of Canadian banking that it is amazing that it could 
apparently be overlooked by some members of the commit- 
tee. In this connection, I can imagine no more salutary 
preparation for the work of this committee than a study 
of the reasons for the failure of those banks which had 
to suspend operations in the last thirty or forty years, and 
also of the experience of those banks which had to be taken 
over by other banks. If I am not mistaken, you will find in 
every case over-valuation of assets; in other words, in- 
adequacy of inner reserves or failure to provide against the 
inevitable risks of banking—aggravated of course in some 
cases by imprudent or unsound banking. It was this type 
of problem that caused great concern to previous banking 
and commerce committees and which led to several of the 
salient features of our present banking legislation. 


Annual and Monthly Statements 


The first of these to which I wish to call attention is the 
form of the annual and monthly returns required by the 
Act to be made to the Minister of Finance. If you look 
at section 53 of the present Act, you will find the require- 
ments governing the form of the annual statement. From 
this form it seems to me clear that parliament not only 
intended the banks to set up inner reserves but required 
them to do so. Thus, paragraphs (h), (i), (7), (%) and 
(1) of subsection 3 require the banks to report their hold- 
ings of various types of securities at a figure “not exceeding 
market value”. That is to say, their securities are to be 
written down to a figure not in excess of that for which 
they could be disposed of in the open market. Further- 
more, paragraphs (0), (p) and (q) of the same subsection 
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require the banks to report their loans at a figure reduced 
by making provision for estimated losses. The exact 
phrase, tagged on to the end of each of these paragraphs, 
is: “estimated loss provided for’. Before the 1934 revision 
of the Act, this phrase read: “after making full provision 
for all bad and doubtful debts”. The same requirements 
for valuation of loans and securities are to be found in 
the form stipulated for the monthly return, which is sched- 
ule H of the present Act. You will note that in neither 
the annual nor the monthly statement is there any provision 
for disclosing the amount of estimated loss provided for 
on loans or the amount by which the value of securities is 
written down. Neither form includes any item or caption 
under which these allocations to reserves are to be separate- 
ly shown. On the contrary, both require that there be 
shown only the net value of the assets in respect of which 
loss or depreciation in value is likely to be-experienced. I 
would emphasize that this is despite the fact that on re- 
peated occasions previous banking and commerce commit- 
tees had explained to them the practice followed by the 
banks in setting up inner reserves and discussed frankly 
the question of whether it was desirable to disclose these 
inner reserves. Only one conclusion can be drawn, and that 
is that inner reserves are recognized and required by Cana- 
dian banking legislation. 


Inner Reserves Not New 

It may be possible that some members of this commit- 
tee had never previously heard that the banks keep inner 
reserves, but certainly that could not be said of previous 
banking and commerce committees. The inner reserve 
problem was explained and discussed in the revision of 
1934, and that of 1923, and that of 1913, and, I have no 
doubt, in the revisions of earlier years. As I said the other 
day, several of the banks have referred to them in public 
statements in the trying period of the early thirties and 
I called specific attention to them in at least two references 
in my speech on second reading of Bill 91 in the House of 
Commons. I am confident that there has been for a long 
time not only knowledge of their existence, but a healthy 
appreciation of their necessity in the minds of nearly all 
members of this committee and of parliament, and I would 
add also of the general public. Canadians have pride in the 
strength of their banking system and realize, I believe, that 
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its ability to protect their savings during the early thirties 
when banking institutions in some other countries were 
toppling like house of cards, must have been based not only 
on reasonably prudent management but also on the strength 
of reserves built up over a long period of time. 

I have called attention to certain provisions of the Bank 
Act to indicate that inner reserves are not only explicitly 
recognized but also required by law. Here is the way they 
are set up in practice. At the end of each year, or more 
frequently, if necessary, the banks go carefully over their 
loans and investments, writing off those which have been 
definitely ascertained to be bad and making specific ap- 
propriations against loans or other assets where there seems 
reason to fear a total or a partial loss. But, in addition, 
banks know from experience that they have made loans and 
investments which will turn out to be bad or which they will 
not be able to realize in full, although they cannot at the 
moment put their finger on the particular accounts. It is 
impossible for them to know at any given time on which of 
their loans and investments they will suffer losses and ex- 
actly what the amount of the losses will be. Nevertheless, 
it is most unlikely that any portfolio of current loans 
amounting to, say, $100 million can be expected to realize 
$100 million, even though the individual loans may be con- 
sidered quite good. Experience has proved that unseen bad 
debts are always present, and that there will always be a 
percentage of loss varying according to times and circum- 
stances. Therefore, in addition to specific provision for 
losses, banks necessarily have to set aside a general reserve 
to meet the losses they are not yet aware of, the inevitable 
losses that are latent in their loan accounts and the losses 
likely to be suffered upon realization of other investments 
or depreciation in the value thereof. These are called gen- 
eral contingency reserves and are indeed what bankers 
usually mean when they speak of inner reserves. 

These reserves will vary from time to time, but unless 
they are adequate to meet the losses that are bound to oc- 
cur over a period of years, the banks’ assets are being 
over-valued in the annual report to shareholders and in the 
annual and monthly reports required to be made to the 
Minister of Finance. Inner reserves, however, are not a 
matter in which the managements of the banks are alone 
concerned—and here I come to two other features of Ca- 
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nadian banking legislation which are designed to guard 
against unsound valuation of assets and assure the pro- 
vision of adequate reserves. 
Audit Provisions 

The committee will recall the elaborate provision of sec- 
tion 55 of the Bank Act which deals with the shareholders’ 
audit—defining the qualifications of the auditors, requir- 
ing the minister to prepare a list of persons eligible for ap- 
pointment as such, prohibiting the same two auditors or 
members of their firms from being appointed for a period 
longer than two years, defining the type of the audit to be 
made and requiring the auditors to report individually or 
jointly upon any transactions or conditions affecting the 
well-being of the bank which are not satisfactory to them 
and upon loans which in their judgment are inadequately 
secured, specifying the nature of their reports to share- 
holders, requiring the reports to be read to the shareholders, 
and so on. All reports made to the general manager and 
the directors are to be sent simultaneously to the Minister 
of Finance and the minister may from time to time require 
the auditors to report to him upon “the adequacy of the 
procedure adopted by the bank for the safety of its credi- 
tors and shareholders”. Furthermore, the report of the 
auditors to the shareholders must state, inter alia, “whether, 
in their opinion, the statement referred to in the report dis- 
closes the true condition of the bank’. It will be apparent 
that these shareholders’ auditors perform a quasi-public 
duty and those familiar with the long controversy which 
went on before this system of external audit was provided 
for will remember that the primary object of Parliament 
was to safeguard against over-valuation of assets and as- 
sure the safety of the banks’ creditors and shareholders by 
providing a system which would disclose the true condition 
of the banks’ affairs. The previous practice of reliance 
solely upon the system of internal audit had not prevent- 
ed either the failure of certain banks or the ability of the 
management of certain banks to cover up for a time an im- 
paired position by failing to write down the banks’ assets to 
their true value. In 1913, therefore, parliament insisted 
upon this system of audit by external auditors represent- 
ing the shareholders, and in 1923 it greatly strengthened 
the relevant provisions of the Act by providing for two 
shareholders’ auditors for each bank, selection of such 
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auditors from a government panel and a system of rotation 
of tenure of the office to safeguard against possible con- 
tinuing collusion between management and auditors. 


Government Inspection 

In addition, parliament in 1924 provided for the estab- 
lishment of the office of inspector general of banks, in order 
to ensure additional examination and inquiry into the affairs 
of each bank by a government official responsible to the 
Minister of Finance. Section 56 of the Bank Act requires 
the inspector general, from time to time, but at least once 
in each calendar year, to make such examination and in- 
quiry into the affairs and business of each bank as he may 
deem necessary or expedient, and for this purpose he has 
all the powers of a commissioner appointed under the In- 
quiries Act and may take charge on the premises of the 
assets of the banks or any part thereof for the purpose of 
“satisfying himself that the provisions of this Act having 
reference to the safety of the creditors and the sharehold- 
ers of each such bank are being duly observed and that the 
bank is in a sound financial position”. The results of his 
examination and inquiry must be reported to the Minister 
of Finance. Here again, the purpose of parliament was to 
assure the safety of the creditors and shareholders, by 
seeing that assets are soundly valued and that the banks 
are maintained in a sound, financial condition. 


A First Defence Against Losses 

It will be apparent from what I have said that the inner 
reserves of the banks are nothing more or less than the 
reserves for bad and doubtful debts which the banking 
business requires. They constitute the first line of defence 
against losses on loans and losses on investments which may 
have to be realized in cash on a large scale and on short 
notice and which by law cannot be valued at more than 
current market prices. If the public functions of banking 
are to be performed, if the banks’ demand obligations to 
their millions of depositors are to be met, and if the banks 
are to provide credit freely for the needs of trade and in- 
dustry, these reserves must be adequate to absorb the 
shocks of adverse business conditions or fluctuations in se- 
curity markets. If inner reserves are inadequate, bank 
managements will be hesitant to grant credit freely and 
take the risks that proper service to the public requires. 
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If as a result of inadequate inner reserves, banks have fre- 
quently to resort to published rest funds to meet inevitable 
losses on loans or shrinkage in the value of their invest- 
ments, public confidence will be impaired—may be lost al- 
together. Once confidence is impaired, the need for inner 
reserves becomes all the greater. As a last resort, the 
central bank may come to the rescue but reliance on the 
central bank should not be a steady diet or be any excuse 
for failure of the chartered banks to maintain themselves 
in a sound and strong condition. 


A Question of Degree 


In the case of an ordinary business, a reasonable reserve 
for bad and doubtful debts is a legitimate charge to operat- 
ing expenses and, incidentally, I might add that they are 
rarely disclosed in the balance sheets of ordinary com- 
panies. Similarly, reasonable allocations to the inner re- 
serves which are imperative in the special business of bank- 
ing should be regarded as operating expenses and deducted 
from gross earnings before taxable net income is calculated. 
It seems to me that from the point of view of taxation the 
only real question is whether the allocations to inner re- 
serves are excessive. If such reserves are excessive, if 
they are more than necessary to take care of the probable 
losses of the banks, then the excess and only such excess 
should be subject to tax. Experience in the thirties, how- 
ever, has shown that the reserves which the banks set aside 
by way of general provision for losses were by no means 
excessive. Thus, when England left the gold standard the 
situation in Canada became such that at one stage the gov- 
ernment found it necessary to pass an order in council 
which permitted banks to value their investments above 
market value; fortunately that order in council was used 
only to a limited extent and lapsed after a few months. 
Moreover, in 1933, as has been pointed out to the commit- 
tee, several banks found it necessary to transfer substantial 
amounts, aggregating $29.5 million in all, out of published 
rest funds in order to replace inside general contingency re- 
serves which had been exhausted or nearly exhausted. I 
know something of the worries faced by two or three of my 
immediate predecessors and the Department of Finance in 
recent years and I can assure members of the committee 
that up at least until a very recent date these were not 


AveusT 1944, 77 





THE CANADIAN CHARTERED ACCOUNTANT 


worries that the allocations being made to inner reserves 


were too large. 
Reliance on Auditors 


Decision in respect of whether inner reserves at any 
time are adequate, less than adequate or more than ade- 
quate, is a matter of judgment, a very difficult matter of 
judgment which must be based on thorough examination 
and knowledge of the affairs of the banks and on the lessons 
of experience. In my opinion, it is a responsibility of the 
shareholders’ auditors and of the inspector general of banks 
to see not only that inner reserves are built up to the level 
of adequacy but also that they do not exceed this level. 
Look for a moment at the position of the shareholders’ 
auditors. If they allow over-valuation of the bank’s assets, 
they may be jeopardizing the entire investment made by 
the shareholders of the bank. On the other hand, if they 
allow real under-valuation of the banks’ assets, they are 
not allowing the shareholders to obtain as fair a return on 
their investment as the bank’s earnings justify. Neither 
of these errors is justifiable. A proper sense of their 
trusteeship to the shareholders whom they represent re- 
quires the auditors to exercise the soundest judgment they 
possess in certifying that the assets of the bank are truly 
valued—that is to say, neither over-valued nor under- 
valued. In the final analysis, however, it is the Minister 
of Finance who, with the information and advice supplied 
by the shareholders’ auditors and the inspector general, 
must be responsible for reaching a decision, from the point 
of view of public policy, as to whether banks’ reserves are 
adequate or more than adequate. He is the minister charg- 
ed by parliament with responsibility for supervision of the 
banking system in the general public interest. That is a 
serious responsibility and can only be soundly discharged if 
he is also responsible for determining when inner reserves 
are adequate and whether the annual appropriations to 
them are a proper charge to operating expenses. Knowing 
this, the income tax department relies on the examination 
and audit made on behalf of the Minister of Finance and 
accepted by him, to determine whether the provision for 
losses made by the banks is a reasonable one. It does 
not itself set up an independent and competing system of 
bank examination and audit, but assumes that the Minister 
of Finance is properly discharging his important public 
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function in respect of supervising the banks. This is the 
arrangement which has been in effect continuously since 
the Income War Tax Act was enacted and is, I believe, the 
only practicable arrangement. : 


Excess Alone Taxable 


Under this arrangement, to the extent that the inner 
reserves become larger than are deemed reasonable and 
necessary the Minister of Finance has the responsibility of 
seeing that the annual provision for losses made by the 
banks is subjected to tax. This is, I will admit, a moral 
responsibility but I find it difficult to imagine a case in 
which it would not be effective. Nevertheless, now that the 
question of the adequacy of inner reserves is becoming more 
than an academic one and in spite of certain objections, 
I believe it desirable that the Minister of Finance should 
have specific legal authority to direct that where, in his 
opinion, amounts transferred to a bank’s inner reserves are 
in excess of reasonable requirements having regard to all 
the circumstances, any such excess should be taken into net 
income and subjected ‘to tax. Therefore I am proposing to 
move at the appropriate time an amendment to the bill to 
accomplish this purpose. 


While there has not been time to secure the approval 
of the Department of Justice to the drafting, I expect the 
amendment will take the form of adding a new subsection 
to section 56 reading substantially as follows: “The minis- 
ter, if in his opinion the amounts set aside or reserved by 
any bank out of income, either by way of write-down of 
the value of assets or by appropriation to any contingency 
reserve or contingent account, for the purpose of meeting 
losses on loans, bad or doubtful debts or depreciation in 
the value of assets other than bank premises or for such 
other contingencies as are properly provided for by banks 
are in excess of the reasonable requirements of the bank, 
having regard to all the circumstances, shall notify the 
Minister of National Revenue and specify the amount by 
which the amounts so set aside or reserved by the bank 
are in excess of those deemed by the minister to be neces- 
sary and reasonable for the purposes of any deduction under 
the Income War Tax Act but nothing in this subsection 
shall be construed to give the Minister any jurisdiction 
over the discretion of the directors of the bank with regard 
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to amounts set aside, reserved or transferred to any re- 
serve or other fund from income upon which taxes have 
been assessed under the Income War Tax Act or the Excess 
Profits Tax Act, 1940.” 


Not Part of Equity 

I wish to emphasize again that inner reserves which 
are no more than reasonable and necessary, are not part 
of shareholders’ equity. They represent only the writing 
down of assets to their true value and should not be sub- 
ject to tax. The committee, however, is interested in 
whether present reserves are only reasonable and necessary 
and I want to give it the results of my best judgment on that 
matter. For reasons which may be obvious to the com- 
mittee I was not this year able to make a comprehensive re- 
view of the banks’ positions as early as I would have liked. 
I have now been able to go over the situation thoroughly 
with the inspector general with particular reference to the 
inner reserve positions of the chartered banks as at the 
end of their 1943 fiscal years, and I have also taken the 
opportunity of discussing them with the deputy minister 
of finance and the governor of the Bank of Canada. It is 
our unanimous judgment that the inner reserves of at least 
seven of the banks are clearly not excessive, but that in 
the case of two, possibly three banks, the allocations made 
at the end of the year 1943 may have represented an undue 
degree of conservatism and may have brought the total 
reserves of these banks to a level somewhat higher than 
we, in the light of today’s conditions and considering only 
the taxation aspect, could justify as a reasonable safeguard 
against the probable contingencies of the future. I must em- 
phasize that our view of what is reasonable and necessary is 
only a matter of judgment, as no rule of thumb can be ap- 
plied to determine the value of bank assets which vary great- 
ly in character and diversification and as it is given to no 
man to forecast with assurance the probable contingencies of 
the future. Moreover, I must admit that we are now acting 
with the advantage of hindsight to some extent—in other 
words we have formed our judgment in the light of certain 
recent, favourable developments, including particularly the 
declared policy of the Bank of Canada and the Government 
to maintain a low level of interest rates after the war. That 
development which was announced only in February of this 
year was not foreseen when the bank management and 
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auditors had to reach their decision in the latter part of 
1948. Finally the differences in judgment fall within a 
narrow range, having in mind the magnitude of the assets 
involved. I may add that the banks concerned have been 
advised of my views and naturally they believe that their 
own judgment is sounder than that reached by my advisers 
and myself, and justified by their more intimate knowledge 
of their own bank’s affairs, the experience they have had 
in the past, and their conception of future contingencies 
and their bank’s responsibilities in relation thereto. Never- 
theless I am the one responsible for the public policy as- 
pects of this matter and therefore, after the further ex- 
amination necessary to determine the precise amount of the 
excess in each case, I will advise the Minister of National 
Revenue of the addition which in my opinion should be made 
to the net income of the banks concerned for the purpose 
of taxation. 
No Tax Evasion 


Before I leave this subject of taxation, I wish also to 
assure the committee that all additions to rest fund, out of 
earnings, and to undivided profits are made out of net in- 


come after taxes have been deducted. Moreover, to the ex- 
tent that banks have made recoveries in recent years which 
have made it possible to reduce the annual allocation to 
inner reserves and still maintain reasonably adequate re- 
serves, the effect is to make the amount of the recoveries 
subject to tax. Indeed, there have been conspicuous illus- 
trations of the taxation at the much higher wartime rates 
of recoveries of bad or doubtful debts written off during 
the bad years of the thirties. One final point in regard to 
taxation, and this also should be stressed: At no time in the 
course of a bank’s business could shareholders get their 
hands on those inner reserves unless they were brought into 
the profit and loss statement and thereby made subject to 
corporate income and excess profits taxes. Moreover, they 
would also be subject to individual income tax when paid 
out as dividends to shareholders. 


Against Disclosure 


I come now to the only remaining question, which is 
whether we should require the banks to disclose the amount 
of their inner reserves in their published statements and 
whether I should take the responsibility of publishing to 
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the world at this time the aggregate amount of the inner 
reserves held by the Canadian banking system as a whole. 
After the most careful consideration and with a full sense 
of my responsibility, I have reached the decision that it 
would be unwise and against the public interest to do either 
—although I intend to show later the amount the banks ad- 
ded to the general contingency reserves during the last fif- 
teen years. 

It seems to me clear beyond peradventure that it would 
not be in the public interest to require the individual banks 
to publish their inner reserves. The amount of those re- 
serves is necessarily subject to fluctuations, normally in- 
creasing in periods of prosperity and decreasing when busi- 
ness conditions are less favourable. Moreover, the fluctua- 
tions, including those due to unsettlement in security mar- 
kets, are frequently of substantial magnitude. Further- 
more, both the size of needed reserves and the probable 
fluctuations in them will show considerable variation as 
between individual banks depending on the nature of the 
business they do and the degree of diversification of their 
accounts. It would be impossible to apply a common yard- 
stick to all banks and without the most thorough investi- 
gation of a bank’s affairs it would be impossible to know 
what conclusions could soundly be drawn from published 
figures of inner reserves. For instance, small reserves 
might be considered by certain people as the reflection of 
a small loss ratio due to specially conservative banking 
but other persons might be equally likely to draw the con- 
clusion that the bank had been imprudently managed and 
had been compelled to use up most of its accumulated inner 
reserves. Similarly, if the reserves appear to be large, the 
bank in question might be criticized by some as having 
followed a policy of excessive prudence whereas other per- 
sons might jump to the conclusion that the bank was an- 
ticipating heavy losses or had to build up large reserves be- 
cause of imprudent banking. No one not wholly familiar 
with the bank’s affairs could tell which type of criticism 
was right, and in such a situation it is not difficult to 
imagine the confusion and misunderstandings that would be 
created and the dangers that would result to the depositors 
and shareholders of sound and well-managed banks. There 
would be the further danger arising each time an individual 
bank had to draw on its reserves for any considerable 
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amount. A decline in the reserves of one or two banks, 
particularly while others were showing no decreases or 
smaller decreases, would almost certainly be interpreted 
under most conditions as an evidence of the unsoundness of 
the particular bank or banks, whereas the facts might be 
quite otherwise. 
Avoids Confusion 

For these reasons, I do not think that anyone who is 
really interested in the soundness of our banking system 
and in the protection of the millions of its depositors will, 
after mature consideration, seriously recommend that indi- 
vidual banks should be required to disclose their inner re- 
serve position. While some members of the committee may 
perhaps find it more difficult to understand, it seem to me 
that the objections to my publishing the total inner reserve 
position of all banks are almost equally serious. Certainly, 
I find them conclusive. The failure to publish such reserves 
does not involve withholdng information from the public 
but rather misinformation. As I have tried to show, inner 
reserves are merely a bookkeeping method by which banks’ 
assets are reduced to their true and proper value. If they 
are only reasonable and necessary, they do not represent 
undisclosed assets or form part of shareholders’ equity. 
Their publication would be certain to mislead the public. 
It would almost certainly give rise to controversy as to 
whether they were too large or too small and in the absence 
of adequate information upon which sound judgment only 
could be based, the confusion and misinterpretations would, 
I think, be dangerous to the banks and inimical to the wel- 
fare of their depositors. The total amount of reserves at any 
given time, standing by itself, has very little significance, 
because the demands upon such reserves must be considered 
over a considerable period of time. If the total of such re- 
serves can be published to-day, there would seem insufficient 
reason for not continuing to publish such totals from time 
to time or year by year. Any substantial reduction in a 
given year, however, and unquestionably there will be on 
occasions substantial reductions, would immediately lead to 
questioning and suspicion which would have no real founda- 
tion but which might readily lead to impairment of public 
confidence in the Canadian banking system. 

I am not one of those who like to decide against a pro- 
posal because it involves doing something which has never 
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been done before. Nevertheless, it seems to me that a 
tradition so rooted and so general in the practice of bank- 
ing throughout the world, that inner reserves should not 
be published must have some real and valid basis in the ex- 
perience of men. I have already referred to the special 
nature of the business of banking and the extent to which 
it is based on confidence. We know the extent to which the 
banks are the depositories of the small savings of the pub- 
lic. We know how easy it is to distort facts about technical 
matters and to start rumours that have no foundation. We 
know that once started, baseless rumours give rise to whis- 
pering campaigns that are likely to cause an untold amount 
of damage, particularly to persons with small incomes and 
small savings. I am convinced that we should not lightly 
take such risks. 


Earnings and Expenses 
If there were some real and valid purpose, my answer 
might be different, but so far as I can see the only basis 
for the demand which is now made appears to arise out of 
a suggestion that the banks may be making too much profit. 
To my mind such a suggestion is entirely unwarranted. It 


shows a failure to understand the significance of the figures 
on bank earnings and expenses which I placed on Hansard 
on May 2nd last. 

(The table referred to by the minister is reproduced herewith.) 

Let me attempt to make the position’ clearer by going 
over that statement which is to be found on page 2620 of 
Hansard. For the moment let us confine ourselves to the 
record of the fifteen years 1929 to 1943. Current operating 
earnings for the banking system as a whole averaged 
$138.7 million during that period. Current operating ex- 
penses averaged $112.3 million and it was intended to be 
clear from the items of supplementary information given 
at the foot of the table that current operating expenses as 
used in this table do not include losses. One member, I 
believe, assumed that losses were included in item 10. This 
is not the case—the breakdown of the figures included op- 
posite item 10 is being given to the committee by the in- 
spector general. The difference between current operating 
earnings (that is, $138.7 million) and current operating ex- 
penses excluding losses and specific provision for losses 
(that is, $112.3 million) is $26.4 million. This is the amount 
which was left over out of “current operating earnings” 
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STATEMENT OF CURRENT OPERATING EARNINGS AND 
EXPENSES AND OTHER INFORMATION FOR THE 
TEN CHARTERED BANKS 


(Millions of Dollars) 
Average of 


financial years 
1929-43 
Current Operating Earnings: 
(1) Intérest and Discount on Loans 
(2) Interest, dividends and trading profits on se- 
curities 
(8) Exchange, commissions, service charges and 
er current operating earnings 
(4) Total Current Operating Earnings 
Current Operating Expenses: 
(5) Interest on deposits 
(6) Remuneration to employees 
(7) Provision for taxes 
(8) Contributions to pension fund 
(9) Provision for depreciation of bank premises .. 
(10) All other current operating expenses 
(11) Total current operating expenses 
Supplementary Information: 
(12) Dividends to shareholders 
(13) Net amount of current operating earnings 
available for losses on loans, investments 
and other assets and for other contin- 


gencies 
(14) Net amount of capital profits, including non- 
recurring profits 
(15) Average annual amount required for losses 
or specific provision for losses on loans, 
investments and other assets, less re- 
coveries during the fifteen financial years 
ending the year to which this return relates 13.8 
Ratios to Total Assets (1) 
Total current operating earnings 4.02% 
Total current operating expenses 3.26% 
Average annual amount required for losses or 
specific provision for losses on loans, in- 
oe and other assets, less recover- oe 
40 
anes net income (2) 0.44% 0.385% 
Ratio of a Net Income (2) to Total Pub- 
lished Shareholders’ Equity 5.09% 6.08% 
Ratio of Deposit Interest to Total Deposits 1.25% 0.58% 
Ratio of Interest on Loans to Total Loans 5.29% 4.55% 
Ratio of Interest, dividends, ete., on wameccunel to 
Total Securities .... ; 2.80% 1.85% 
Total Published Assets (1) ve $3, 446.8 mm. $5,047.0 mm. 
Total Loans (1) ou Moe 1,330.4 
Total Securities (1) wy 2,634.0 
Total Deposits (1) 936.9 ‘ 4,606.9 
Total Shareholders’ Equity (:) eo 291.9 “ 


(1) Averages based on published month-end returns. 

(2) Shareholders’ Net Income has been taken as the sum of dividends, net capi- 
tal or non-recurring profits and net current earnings available for losses less average, 
annual net amount required for losses in 1929-43. 


“ 
id 


for all other purposes of the banks. On the average the 
banks paid dividends to shareholders of $13.6 million during 
the period. Deducting dividends we find (Item 13) that 
there was left out of current operating earnings only $12.8 
million available for losses on loans, investments and other 
assets and for other contingencies. However, the banks 
had another source of income (Item 14), namely, capital 
profits, including non-recurring profits, which averaged $2.5 
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million per year during the period. Adding Items 13 and 
14 together, we get the sum of $15.3 million per year. Item 
15 shows, however, that the annual amount required for 
actual losses or for specific provision for losses on loans, 
investments and other assets, after taking into account all 
recoveries, averaged $13.8 million per year during the fif- 
teen year period. Obviously, this means that on the average 
there was only $1.5 million per year available for additions 
to rest fund, undivided profits and general contingency re- 
serves. If you make an analysis of the rest fund and 
undivided profit accounts, you will find that the additions 
made to them out of earnings amounted to $12.2 million 
during the period. This leaves the sum of $10.3 million 
which must have been added to the banks’ general contin- 
gency reserves during the period. Put another way, the 
banks added to these contingency reserves during the period 
only the very small amount of 14 of 1 per cent of the in- 
crease in their assets. Surely no one can say that this 
represents an undue or excessive increase in these contin- 
gency reserves. 

There is one point which I wish to make abundantly 
clear. Certain members of this committee have shown 
by their questions that they do not understand it. The 
figures in items 13 and 14, first column, namely, $12.8 mil- 
lion and $2.5 million, totalling $15.3 million, are arrived at 
before provision for losses or appropriation to inner re- 
serves, not after. Similarly, the corresponding figure for 
1943, namely $22 million, is before any provision for losses 
or appropriation to inner reserves, not after. 


Dividends 


I referred above to the average amount of dividends re- 
ceived by shareholders during the fifteen-year period. It 
was equivalent to an average rate of only 4.6 per cent on 
total shareholders’ equity. Surely that is a very low rate 
of return on the investment the shareholders have at stake 
in the banks even if we overlook the double or excess lia- 
bility to which bank shareholders were subject during the 
period. Even if we take as total shareholders’ net income, 
the sum of dividends, net capital profits and net current 
earnings available for losses less the average annual net 
amount required for losses, we find that this amounted to 
only 5.09 per cent of total shareholders’ equity on the aver- 
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age for the fifteen-year period. In 19438, which was much 
better than an average year, it amounted to only 6.03 per 
cent. These percentages, it will be noted, include the in- 
come which was added to general contingency reserves, rest 
fund and undivided profits. By no stretch of the imagina- 
tion can earnings such as these be regarded as anything but 
modest. They are indeed lower, in many cases much low- 
er, than the earnings reported by other businesses subject 
to similar risks and managed with comparable efficiency. 
They contrast with an earning rate of 8.8 per cent shown 
by the Federal Reserve Board for all member banks of the 
U.S. federal reserve system for the year 1943. 


The table which I placed on Hansard is, I believe, a con- 
clusive answer to the doubts and suspicions that have been 
raised in this committee as to the profits of the Canadian 
banking system. Those who take the time to study it care- 
fully will find it a mine of valuable information in regard 
to bank operations—the sources from which banks derive 
their earnings and the amount obtained from each source; 
the various types of operating expense to which banks are 
subject and the amount of each; the changing trends in the 
various items of income and outgo over the last fifteen 
years; the amount which banks had available on the aver- 
age and for the latest year from current operating earnings 
and from capital profits in order to meet losses, specific pro- 
vision for losses and general contingencies; the amount 
which had to be set aside on the average over the last fifteen 
years to meet losses and specific provision for losses after 
taking all recoveries into account; and various aggregates 
and ratios to facilitate analysis and interpretation. 


Regular Publication 


After careful consideration, I have reached the conclu- 
sion that the information contained in the table should be 
made available year by year; and at the appropriate time, 
I propose to move an amendment to Bill 91 to require the 
minister to collect and assemble similar information as soon 
as possible after the end of each financial year and to pre- 
pare a statement for the year along the lines of the one I 
tabled in Hansard, to be published in the Canada Gazette 
and to be tabled in parliament. This procedure will, I be- 
lieve, enable parliament and the public to obtain regularly 
the information which is significant for determining 
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whether the banks are making too much profit and whether 
they have too much left over out of earnings available for 
inner reserves to take care of their probable requirements 
over a period of years. It will provide a great deal more in- 
formation about the Canadian banking system than has 
ever been published before or than is available to my knowl- 
edge in respect of the banking system of any other country, 
except possibly the United States. 

I trust the position I have taken and the actions I am 
proposing to take will commend themselves to the judgment 
of all members of the committee who desire to assure a 
banking system which will be sound and strong, capable of 
serving all legitimate needs of the public, and ready and 
able to provide its essential services at a reasonable cost 
to the community. 


Investigation Of “Escalator” Contracts 
In Great Britain 


By J. H. Burton, F.I.M.T.A., F.R. Econ. S., A.S.A.A. 
(England) 


As IN America, we in Britain have many forms of con- 
tracts, especially in times when prices are not stable, 
as in war periods. 

When market prices of materials and labour are not 
constant, one cannot expect to obtain tenders at finely cut, 
competitive, definite figures. If one must have a firm 
price, the contractor will take into account the possible 
fluctuations of every type of expense involved. If he thinks 
prices will rise he adds enough to cover them and to keep 
on the safe side, and if his idea is that a fall may be ex- 
pected he is not likely to prophesy a very great one for the 
purpose of his quotation. 

It is possible and practicable in present circumstances 
to obtain tenders, finely cut in price, but based on the cur- 
rent market rates, provided a clause is inserted in the 
agreement relegating all the vicissitudes to the employing 
party. 

In a scheme of this description the contractor includes 
the profit he intends to make. Provided this figure is a rea- 
sonable one, the employing party accepts the contract fig- 
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ure and undertakes to pay the contractor any legitimate in- 
crease he may be put to in consequence of upward fluctua- 
tions in cost, and he also reserves the right to deduct from 
the contract figure any sum by which prices may fall below 
the standard in operation on the date of the tender. 


Different Forms of Escalator Contracts 


Contracts of the escalator kind vary as between them- 
selves and also between one employer and different con- 
tractors, but the principle is identical in all cases. 

A thorough knowledge of the terms of the contract is 
imperative by the persons who perform the investigation. 
A mere superficial acquaintance will not suffice. It must 
embrace the legal side as well as the financial and account- 
ing aspects. At first this may seem superfluous, but a 
moment’s reflection reveals that on many points the legal 
action that may be necessary is controlled by the result of 
the accountancy operations. One instance will illustrate 
that. A clause may be present in the agreement giving 
the employer power either to cancel the contract and claim 
damages for loss, or let the initiative towards a premature 
termination emanate from the contractor himself in the 
event of default by the latter. The exact financial rela- 
tionship between the parties will, in many cases at the 
time of an impending breakdown, determine whether or 
not it is economical for the employer to end it or to wait, 
and, figuratively speaking, let the contractor file his own 
petition. Without this accounting information legal action 
is held up. 

My procedure in the very many investigations of esca- 
lator contracts I have performed has been on the following 
lines: 

The clauses in the agreement are studied and their im- 
port and intention understood. It may be found, for in- 
stance, that no increase in market price may be taken on 
materials drawn from the contractor’s stock existing at 
the time of tendering; that no increases in cost of plant 
are to be permitted; that actual advances in materials and 
labour only are allowable (i.e., that no margin of profit on 
increases will be paid). 

Whilst extra work done in excess of specifications will 
be paid for on the basis of the actual prime cost of the 
labour and materials expended thereon, plus an agreed ad- 
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dition for profit, no extra profit will be admitted on the 
work originally included in the agreement by reason of 
increased cost. 

The whole of the percentage addition in regard to addi- 
tional work is not, of course, profit since it includes ad- 
ministrative charges, use of plant and all overheads. The 
investigator must be careful to ascertain that the contrac- 
tor does not, by accident or design, charge oncost figures 
up to the employer in an indirect way. 

The principal clauses of the contract document to be 
considered by the investigating accountant will most prob- 
ably be similar to the following: 

The amount payable is the contract price subject to such 
additions and deductions as are specified below: 

1. Variations in price to meet alterations in cost of 
materials or labour (including national health and unem- 
ployment insurances and travelling allowances to the 
workmen). 

2. That sufficient proof be given that the additions to 
the contract price are in respect of actual increases. 

38. That additional cost is not due to any unreasonable 
delay or failure on the contractor’s: part to purchase the 
necessary goods. 

4. That on a falling market care be taken not to buy 
big stocks at high prices, but only immediate requirements. 

5. That no increases are permissible on plant or scaf- 
folding. 

6. That no increases may be charged on materials taken 
from stock even though the market prices may have en- 
hanced since the contract started. 

7. That materials drawn from the contractor’s existing 
stock shall not be charged to the contract at a higher figure 
than current market prices in cases where the market price 
has fallen since the start of operations. 

8. That claims for extras (i.e., work done in excess of 
that included in the original contract and differing from 
advances in cost) shall not be made unless the extra work 
and materials are authorized by the employer. 

9. That such claim for extras shall be on the actual cost 
of executing the additional work plus an agreed percentage 
on materials and labour to cover all overhead charges and 
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10. That a clerk of works appointed by the employer be 
permanently (or as arranged by the employer) on the job. 
11. That the books and accounts of the contractor shall 
be open to inspection by the employer’s duly authorized rep- 
resentative. 
Investigation Procedure 


Investigation is an intricate process calling for skill and 
tact as well as common sense. Probably no two accountants 
conduct the task in identical manner, although the prin- 
ciple worked to would be similar in all cases. The follow- 
ing line of action has been tried with success. It needs, of 
course, to be modified or added to as occasion demands. 


Materials 


(1) Compile a list of basic prices (if one is not em-’ 
bodied in the contract) for materials and labour and agree 
to it with the contractor. 

(2) Go through the contractor’s books and records and 
make full extracts, using a separate sheet or sheets of paper 
for each different material and each classification of labour, 
in datal order, quoting dates, quantities and prices purport- 
ing to have been paid, of all materials and labour put, or 
alleged to have been used, in the work as shown by the 
contractor’s records. 

(3) When completed, or at each intermediate date when 
a payment on account is proposed to be made, each sheet 
should be totalled and the result compared with a calcula- 
tion of those quantities extended at basic prices. The dif- 
ference is the first edition of the “increases and decreases” 
statement in respect of each different material and classifi- 
cation of labour. 

(4) The accountant’s technical assistant should then ad- 
vise him as to the approximate quantities of materials and 
hours of labour under the headings under number (3) 
which ought to have been used. Any discrepancy beyond a 
small percentage should be investigated, as in this matter 
there may have been either accidentally or by design, more 
or less charged up to the job than is justified (the former, if 
there have been increases in market prices, and less, if the 
market has fallen) for obvious reasons. 

(5) Scrutinize all invoices, stores issue notes and other 
materials records to see that: (a) They relate to the job 
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in question; (b) the dates of purchase do not call for in- 
quiry; (c) the prices paid are in accordance with good buy- 
ing at present market rates (these can be checked from 
various sources, e.g., trade journals, purchases by other 
contracting firms and merchants’ quotations of which the 
accountant has knowledge through other investigations, 
etc.) ; (d) the quantities and types of goods bought are in 
accordance with the specifications in the contract document ; 
(e) extras (i.e. additional works duly authorized) are treat- 
ed separately, as these items are subject to different condi- 
tions; (f) goods removed from the job are properly cred- 
ited; (g) the items do not embrace plant, machinery, etc.; 
(h) no head office or overhead expenses are included; and 
(i) transport charges are in order. 

To obtain full benefit of falls in market prices and where 
the contractor buys more advantageously than he antici- 
pated, it is imperative that all invoices be scrutinized. That 
is not a light task. If the investigator were the auditor to 
the firm of contractors all documents would readily be pro- 
duced to him, but not necessarily so when he goes in the 
role of investigator. He must therefore satisfy himself 
that all bills are put before him and to ensure this he should 
see the books of prime entry and work from the invoices 
received book, day book, or whatever happens to contain the 
opening history of the transactions. If the accounting sys- 
tem is too primitive to include such records, it may be desir- 
able to have recourse to the personal ledger for credit 
purchases and to the cash book for items paid for in cash 
at the time of buying. The difficulty of distinguishing 
transactions which undoubtedly refer to the job being in- 
vestigated from those concerning other works for different 
employers has to be overcome. It is necessary, in some 
cases, to trace the purchases to the stores ledger accounts, 
and out again to the cost account or job account of the con- 
tract work under review. 

The accountant must ever remember that in periods 
when costs are falling the tendency is to have presented to 
him too few invoices, while when prices are rising too many 
may be produced. As instances of this happening, two cases 
can be mentioned. In the former circumstances, the ac- 
counts relating to lead and lead piping in respect of a con- 
tract for some hundreds of houses were being examined, 
and according to the calculations by the technical assistant 
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in the light of the specifications and quantities, a great deal 
more lead should have been bought and put into the job 
than was represented by the invoices produced. The mat- 
ter was mentioned to the manager and a genuine search 
was made through the book records and for actual accounts, 
but no evidence could be found that any more of that com- 
modity had been bought. The plans showed that the piping 
was supposed to be run around the walls of certain rooms 
under the floor boards, and it occurred to the technical 
assistant that if short-circuiting had been effected, i.e. the 
piping had been run diagonally across the rooms, that would 
account for the difference in quantities. The boards of a 
few rooms were removed and the surmise proved to be 
correct. Not only had the contractor to allow the fall in 
the cost of lead but he also had to allow a deduction of the 
full basic price on the difference, and then make his peace 
with the employer for not carrying out the work according 
to the drawings, specifications and quantities, and for ap- 
parent attempted fraud. Reverse circumstances in which 
the volume of materials bought and the labour employed 
may be, or may seem to be, excessive, may arise from the 
submission of invoices and time sheets relating to goods and 
hours put into other works. Although such records may 
not have been seen by any other investigating accountant 
(and therefore not so marked in any way) two lines of 
verification may be available. These are: (1) Comparison 
with the approximate quantities as computed by the tech- 
nical assistant and the elimination of the excess unless the 
contractor can prove its use in the work in question; and 
(2) checking the entries in the accounts relating to other 
contemporary contracts (and/or stock). Except where the 
contractor is shown that the figures submitted are exces- 
sive and he is required to support them as the only alterna- 
tive to withdrawal, access to the books and accounts relating 
to matters not connected with the contract under investiga- 
tion may be refused. But, if so, it may be regarded as a 
probability that there is something wrong (since an honest 
contractor does not object to inquiry and scrutiny, in fact 
is willing, if not eager, to prove the correctness of his rec- 
ords and charges) and access can generally be “forced” if he 
insists on the alleged excess, by demanding proof of their 
genuineness. 
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Labour Costs 


In reference to labour costs it is necessary to inspect the 
time sheets duly certified by the employer’s clerk of works 
or foreman to ascertain that the hours on which the increase 
on wages is claimed have actually been put into the job. In 
this, the investigator’s technical assistant can render valu- 
able help in deciding whether the number of hours shown 
by the time sheets produced is approximately correct, too 
few or too many. Procedure is to scrutinize time sheets to 
ensure that: (a) The time (hours) charged to the job have 
actually been put into it; (b) the rates of pay are those 
appropriate to the district and the trades involved (those 
rates can readily be verified from official notifications) ; (c) 
extras have been separately treated (as in the case of ma- 
terials) ; (d) the labour charged to the job has not been 
incurred in respect of plant; and (e) none of the wages 
relate to administrative or overhead expenses. 


Sub-Contractors 


Where parts of the work are sub-let, quotations and in- 
voices must be inspected, and the sub-contractor has to 
prove that any increases claimed are actual increases to him 
and contain no margin of profit. On the question of profit, 
a contractor is apt to calculate the agreed percentage on 
the gross amount and not on the net or original figure, 
thus making profit on advances in cost, in which circum- 
stances he would be favourably interested in rises in market 
prices. Further, when something has gone up by a certain 
percentage, the contractor may have calculated the increase 
on the amount paid by him to the merchant instead of on 
the pre-advance figure. 

The need to scrutinize sub-contractors’ books and ac- 
counts and the invoices of merchants is more important 
than may, at first, be believed. Perhaps one of the most dif- 
ficult items to trace and at the same time most likely to 
involve doubtful dealings, is the case where the contractor 
deals with sub-contractors and merchants apparently totally 
unconnected with himself but who, in reality, are the con- 
tractor’s own businesses, perhaps even under the same man- 
agement, as the contracting concern, but trading under dif- 
ferent names. This provides the contractor with a means 
of selling goods ostensibly belonging to, or executing work 
by, an independent merchant or sub-contractor. Such 
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transactions are made more genuine-looking by the render- 
ing of invoices in different styles. The danger of unscrupu- ~ 
lous dealings in this connection is obviated to some extent 
where the agreement requires that every purchase involving 
an expenditure of a named figure, say £100 or more, shall 
be submitted to at least three firms for price quotations 
which must be submitted for inspection by the investigating 
accountant. 
General 


Expenditure on both materials and labour should be 
traced to the cost account as an additional check, and to the 
financial books to ascertain that the bills have been paid. 
The increases allowed must be only those on goods actually 
put into the work and appearing in the cost account. This 
emphasizes the fact that a mere inspection of invoices and 
quotations is not enough, and that investigation must be 
carried beyond that stage. Thus tracing time and materials 
to the cost ledger, and the making of comparisons of total 
debits with bills of quantities, helps to reveal whether or 
not the goods are all used up or if surplus articles have been 
removed without giving credit to the job in question and 
incidentally to the employer. Where the right to credits is 
discovered, care should be taken to ensure that the advanced 
prices are allowed only on the used portions of the purchases 
—perhaps on a part only of the invoices quantities. Dates 
of actual purchases have to be examined to ensure that the 
increases are not in consequence of undue delay by the con- 
tractor in buying while the market was easier, and to make 
certain that they were not earlier transactions not relating 
to the contract in question. Care must be taken to see that 
none of the extra charges relate to plant. It must also be 
ascertained that no head office or other administrative ex- 
penses are smuggled in as wages or materials. 


If the investigator prepares a list of prices of materials 
bought by other contractors doing similar work (and with 
which figures he has come into contact when doing other 
investigation work) valuable data is available which helps 
to show why one can execute work more cheaply than an- 
other, which are the contractors who are the keenest buyers, 
and which have acted in the interest of the employer. 

On the problem of extras (i.e. work not in the original 
contract) proof of sanction of the employer should be ob- 
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tained and the terms of the instruction carefully examined. 

To the observant investigator additional methods of 
verification and sources of information present themselves. 
Many of these, though giving only secondary evidence, pro- 
vide powerful clues to the confirmation of points and suspi- 
cions which may have been present in the mind of the ac- 
countant but which he could not previously prove. These 
little observances rise in the course of the investigation, and 
as they differ according to circumstances they cannot be 
set out as a specific rule. One or two illustrations will, how- 
ever, indicate the value of the kind of evidence alluded to. 

In examining the transport accounts, particulars of 
journeys should be taken, even demanded if the records do 
not furnish such information. Any such charges in respect 
of removals of materials from the job denote the possibility 
of entitlement to a credit. This should be traced to the end. 
Another example of information which may be gained in an 
indirect way is illustrated by the fact that, when examining 
the records of a sub-contractor, it may be noticed that credit 
has been given in respect of returns or allowances. Of these 
the investigator should make notes and see that due credit 
is given to the employer in the books of the principal con- 
tractor. 

I have found it desirable to make and keep copious notes 
of all that transpires during the course of the investigation, 
in order to be able to substantiate at any future time the 
statements I have certified and the disallowances made. 
Notes are not restricted to actual figures, but include writ- 
ten accounts of any explanations received and given in reply 
to inquiries. 
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THE CHARTERED ACCOUNTANTS’ CLUB OF OTTAWA 
(Reported by P. F. D. Ellis, C.A.) 

The annual meeting of the Chartered Accountants’ Club 
of Ottawa was held at the Ottawa Hunt and Golf Club 
on June 8th. During the afternoon 45 of the members 
enjoyed a round of golf and in the evening an excellent 
dinner was served to approximately 100 members. Golf 
prizes were won by Messrs. Garth Thomson, A. S. Merrikin, 
W. Hogben and W. Deeth. 

After dinner a successful year’s activities were reviewed 
briefly by the retiring president, B. A. Armstrong, who 
thanked the members of the executive committee for their 
co-operation and assistance throughout the year. The by- 
laws of the Club were read to the meeting by D. F. Wilson 
and adopted. Mr. Harry Slater presented the treasurer’s 
report. : 

The election of officers resulted in the following being 
elected: Past president, B. A. Armstrong; president, A. C. 
Brittain ; vice president, J. F. Harmer; secretary, J. B. Bell; 
treasurer, E. B. McLeod; members of executive committee, 
R. W. Adams, E. L. H. Burpee, P. H. Otterdahl and P. F. 
D. Ellis. 


Duplicate Estates Taxes 

Following is the text of the convention between the U.S. 
and Canada regarding estates taxes, referred to in our July 
issue. Its enactment is provided for in House of Commons 
Bill No. 159, passed on July 14. 

ARTICLE I. 

1. The taxes referred to in this convention are: (a) 
for the United States of America: the federal estate taxes; 
(6) for Canada: the taxes imposed under the Dominion 
Succession Duty Act. 

2. In the event of appreciable changes in the fiscal laws 
of either contracting state, the competent authorities of 
the contracting states will consult together. 


ARTICLE II. 


1. Real property situated in Canada shall be exempt 
from the application of the taxes imposed by the United 
States of America. 

2. Real property situated in the United States of Amer- 
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ica shall be exempt from the application of the taxes im- 
posed by Canada. 

3. The question whether rights relating to or secured by 
real property are to be considered as real property for 
the purposes of this convention shall be determined in ac- 
cordance with the laws of the contracting: state imposing 
the tax. 

ARTICLE III. 

1. Shares in a corporation organized in or under the 
laws of the United States of America, of any of the states 
or territories of the United States of America, or of the 
District of Columbia, shall be deemed to be property situ- 
ated within the United States of America. 

2. Shares in a corporation organized in or under the 
laws of Canada, or of any of the provinces or territories 
of Canada, shall be deemed to be property situated within 
Canada. 

3. This article shall not be construed as limiting the 
liability of the estate of any person not domiciled in Canada 
or of any citizen of the United States of America, under 
the estate tax laws of the United States of America. 


ARTICLE IV. 

1. The situs of property shall be determined in accord- 
ance with the laws of the contracting state imposing the 
tax, except as otherwise provided in this convention. 

2. Allowances for debts shall be determined in accord- 
ance with the laws of the contracting state imposing the 
tax. 

3. Domicile shall be determined in accordance with the 
laws of the contracting state imposing the tax. 


ARTICLE V. 

1. In the case of a decedent who at the time of his death 
was a citizen of, or domiciled in, the United States of Amer- 
ica, the United States of America may include in the gross 
estate any property (other than real property) situated in 
Canada as though this convention had not come into effect. 

2. In the case of a decedent (other than a citizen of the 
United States of America) who at the time of his death 
was domiciled in Canada, the United States of America 
shall, in imposing the taxes to which this convention. re- 
lates: (a) take into account only property situated in the 
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United States of America; and (b) allow as an exemption 
an amount which bears the same ratio to the personal ex- 
emption allowed in the case of a decedent who was at the 
time of his death a citizen of, or domiciled in, the United 
States of America, as the value of the property of such 
decedent situated in the United States of America bears 
to the value of the property included in the entire gross 
estate of the decedent. 


3. In the case of a decedent who at the time of his 
death was domiciled in Canada, Canada may include in the 
gross estate any property (other than real property) situ- 
ated in the United States of America as though this conven- 
tion had not come into effect. 


4. In the case of a decedent who at the time of his 
death was domiciled in the United States of America, 
Canada shall, in imposing the taxes to which this conven- 
tion relates: (a) take into account only property situated 
in Canada; and (0) allow as an exemption an amount 
which bears the same ratio to the personal exemption al- 
lowed in the case of a decedent who was at the time of his 
death domiciled in Canada as the value of the property of 


such decedent situated in Canada bears to the entire value 
of the property, wherever situated. 


ARTICLE VI. 


1. In the case of a decedent who at the time of his death 
was a citizen of or domiciled in the United States of Am- 
erica, the United States of America shall impose the estate 
taxes to which this convention relates upon the following 
conditions: (a) In respect of property situated in Canada 
which, for the purpose of estate taxes, is included in the 
gross estate, less such property as is specifically deducted 
therefrom (either because of transfer for public, charit- 
able, educational, religious or similar uses or because the 
property has been previously taxed under provisions of 
law relating to property previously taxed) there shall be 
allowed against the estate taxes a credit for Canadian 
succession taxes in respect of the property situated in Can- 
ada, the situs of such property being determined in accord- 
ance with the laws of Canada, subject to the provisions of 
this convention. (6) The portion of the Canadian succes- 
sion taxes to be allowed as a credit against United States 
estate taxes shall be an amount which bears the same ratio 
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to the total Canadian succession taxes as the value of the 
property situated in Canada and with respect to which 
estate taxes are imposed by the United States of America 
bears to the total value of the property with respect to 
which succession taxes are imposed by Canada. (c) The 
credit in any such case shall not exceed an amount which 
bears the same ratio to such estate taxes, computed with- 
out the credit provided for herein, as the value of the prop- 
erty situated in Canada and not excluded or deducted from 
the gross estate as provided in (a) bears to the value of the 
entire gross estate. (d) The values referred to in (c) are 
the values determined by the United States of America 
for the purpose of estate taxes. (e) The credit provided 
for herein shall apply after the application of section 
813(b) of the Internal Revenue Code, as amended by the 
Revenue Act in 1942. 


2. In the case of a decedent who at the time of his 
death was domiciled in Canada, Canada shall impose the 
succession taxes to which this convention relates upon the 
following conditions: (a) In respect of property situated 
in the United States of America which, for the purpose of 
succession taxes, is included in the gross estate, less such 
property as is specifically deducted therefrom (because of 
transfer for charitable, educational, religious or similar 
uses), there shall be allowed against the succession taxes 
a credit for United States estate taxes in respect of the 
property situated in the United States of America, the situs 
of such property being determined in accordance with the 
laws of the United States of America, subject to the pro- 
visions of this convention. (6b) The portion of the United 
States estate taxes to be allowed as a credit against Cana- 
dian succession taxes, shall be an amount which bears the 
same ratio to the total United States estate taxes as the 
value of the property situated in the United States of 
America and with respect to which succession taxes are 
imposed by Canada bears to the total value of the property 
with respect to which estate taxes are imposed by the 
United States of America. (c) The credit in any such 
case shall not exceed an amount which bears the same ratio 
to such succession taxes, computed without the credit pro- 
vided for herein, as the value of the property situated in 
the United States of America and not excluded or deducted 
from the gross estate as provided in (a) bears to the entire 
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value of the property, wherever situated. (d) The values 
referred to in (c) are the values determined by Canada 
for the purpose of succession taxes. 

3. (a) The credit referred to in this article may be 
allowed by the United States of America if claim therefor 
is filed within the periods provided in section 813(b) of 
the Internal Revenue Code, as amended. (6b) The credit 
referred to in this article may be allowed by Canada if 
claim therefor is filed within the period provided by sub- 
section 4 of section 35 of the Dominion Succession Duty 
Act relating to refund of overpayment. (c) A refund 
based on the credit may be made if a claim therefor is filed 
within the respective periods above provided. (d) Any re- 
fund based on the provisions of this article or any other 
provisions of this convention shall be made without in- 
terest. 


ARTICLE VII. 

1. With a view to the prevention of fiscal evasion each 
of the contracting states undertakes to furnish to the other 
contracting state, as provided in the succeeding articles of 
this convention, the information which its competent auth- 


orities have at their disposal or are in a position to obtain 
under its revenue laws in so far as such information may 
be of use to the authorities of the other contracting state 
in the assessment of the taxes to which this convention 
relates. 

2. The information to be furnished under this article 
whether in the ordinary course or on request, may be ex- 
changed directly between the competent authorities of the 
two contracting states. 

ARTICLE VIII. 

1. The commissioner shal] notify the minister as soon 
as practicable when the commissioner ascertains that in the 
case of (a) a decedent, any part of whose estate is subject 
to the federal estate tax laws, there is property of such 
decedent situated in Canada; (b) a decedent domiciled in 
Canada, any part of whose estate is subject to the Dominion 
Succession Duty Act, there is property of such decedent 
situated in the United States of America. 

2. The minister shall notify the commissioner as soon 
as practicable when the minister ascertains that in the 
case of: (a)a decedent, any part of whose estate is subject 
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to the Dominion Succession Duty Act, there is property of 
such decedent situated in the United States of America; 
(b) a decedent domiciled in the United States of America, 
any part of whose estate is subject to the federal estate tax 
laws, there is property of such decedent situated in Can- 
ada. 

ARTICLE IX. 


1. If the minister deems it necessary to obtain the co- 
operation of the commissioner in determination of the suc- 
cession tax liability of any person, the commissioner may, 
upon request, furnish the minister such information bear- 
ing upon the matter as the commissioner is entitled to 
obtain under the revenue laws, of the United States of 
America. 

2. If the commissioner deems it necessary to obtain the 
co-operation of the minister in the determination of the 
estate tax liability of any person, the minister may, upon 
request, furnish the commissioner such information bear- 
ing upon the matter as the minister is entitled to obtain 
under the revenue laws of Canada. 


ARTICLE X. 


The competent authorities of the contracting states 
may: (a) prescribe regulations to carry into effect this con- 
vention within the respective states and rules with respect 
to the exchange of information; (6) if doubt arises, settle 
questions of interpretation or application of this convention 
by mutual agreement; (c) communicate with each other 
directly for the purpose of giving effect to the oe of 
this convention. 


ARTICLE XI. 


If any fiduciary or beneficiary can show that double 
taxation has resulted or may result in respect of the taxes 
to which this convention relates, such fiduciary or bene- 
ficiary shall be entitled to lodge a claim or protest with the 
state of citizenship or domicile of such fiduciary or bene- 
ficiary, or, if a corporation or other entity, with the state 
in which created or organized. If the claim or protest 
should be deemed worthy of consideration, the competent 
authority of such state may consult with the competent 
authority of the other state to determine whether the alleg- 
ed double taxation exists or may occur and if so whether 
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it may be avoided in accordance with the terms of this 
convention. 
ARTICLE XII. 

The provisions of this convention shall not be construed 
to restrict in any manner any exemption, deduction, credit 
or other allowance accorded by the laws of one of the con- 
tracting states in the determination of the tax imposed by 
such state. 

ARTICLE XIII. 


1. As used in this convention: (a) The term “minister” 
means the minister of national revenue of Canada or his 
duly authorized representative. (b) The term “commis- 
sioner” means the commissioner of internal revenue of the 
United States of America, or his duly authorized represen- 
tative. (c) The term “competent authority” or “compet- 
ent authorities” means the commissioner and the minister 
and their duly authorized representatives. - 

2. When used in a geographical sense: (a) The term 
“United States of America” includes only the states, the 
Territory of Alaska, the Territory of Hawaii, and the Dis- 
trict of Columbia. (b) The term “Canada” means the 
provinces, the territories and Sable Island. 

ARTICLE XIV. 

1. This convention shall be ratified and the instruments 
of ratification shall be exchanged at Washington as soon 
as possible. 

2. This convention shall be deemed to have come into 
effect on the 14th day of June, 1941. It shall continue in 
effect for a period of five years from that date and ‘in- 
definitely after that period, but may be terminated by either 
of the contracting states at the end of the five-year period 
or at any time thereafter provided that at least six months’ 
prior notice of termination has been given. 
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Letter To The Editor 


SECRET RESERVES OF THE BANKS 
Dear Sir: 

In your July issue, Mr. Baldwin writes that he does not 
know “what the fuss is all about” in the discussion of bank 
reserves by the banking committee in Ottawa. 

What the fuss should be about is that section 53 of the 
Bank Act requires the directors to submit to the share- 
holders annually “a full and clear statement” of the affairs 
of the bank; that section 55 requires the auditors to say 
whether, in their opinion, the statement “discloses the true 
condition of the bank”; and that the banks and the Minis- 
ter of Finance admit freely that the banks manipulate 
secret reserves in such a way that sections 53 and 55 cease 
to have the meaning which an ordinary reading of English 
would give to them. 

A recent editorial in “The Financial Post’’ stated that 
the auditors “have very definite responsibilities to prevent 
undue accumulations” of secret reserves, but I can find no 
justification for this statement in the Bank Act. The at- 
titude towards secret reserves in banks or elsewhere is 
bringing the auditor into disrepute, and it seems to me in- 
tolerable that it should be considered a normal function of 
an auditor to decide at what point deliberate misrepresenta- 
tion (with the purest of motives) should cease. 


Toronto, Ontario, Yours very truly, 
July 10, 1944. C. A. ASHLEY. 


Current Accounting Literature 
By J. D. Campbell, C.A. 


OLLetin No. 16, Volume XXV, 15th April 1943, pub- 
lished by the National Association of Cost Accountants 
(385 Madison Avenue, New York) carries two articles on 
the question of wage incentive plans based on adequate time 
and motion study. 


Incentive Plans—Clayton J. Reed in an article “Incentive 
Payment Plans—A Current Resume”, against a background 
of the prime considerations in the formation of a suitable 
foundation in any wage payment plan, discusses the fol- 
lowing plans or systems: Day wage, piece rate, differential 
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piece rate, one hundred per cent premium, and measured 
day work, 


In outlining certain of the prime considerations in the 
formation of a suitable foundation, special stress is placed 
on the application of job evaluation, motion economy and 
time study in certain preliminary measures: “Shop con- 
ditions: should be improved and standardized; the various 
operations performed should be studied in detail; the most 
suitable group of motions learned; and the employees in- 
structed in the best ways of performing the operations.” 

Whereas the day wage rate is paid for time with little 
relation between a day’s accomplishment and a day’s pay, 
under the piece work system a specific sum of money is 
paid for each piece the worker’ produces. The differential 
piece work rate attempts to correct certain of the basic 
flaws in the straight piece rate plan by setting an attain- 
able standard of performance and imposing a bonus or 
penalty accordingly as output exceeds or drops below the 
standard. Under the one hundred per cent premium wage 
plan, standard production measured in terms of time is 
established and the bonus the worker receives is the total 
value of the time he saves, calculated at the guaranteed 
hourly or base rate. The final’ system discussed—‘“meas- 
ured day-work”—pays the worker by the day or hour 
irrespective of production, but provision is made to measure 
performance which performance is matched with predeter- 
mined standards. Variances result in a rating of the work- 
er according to his “ability to learn, the quality of his 
work, his production, and his capacity for improvement.” 

In concluding, a case study is presented of a wage in- 
centive plan in operation within a particular concern. a 

Motion Study—W. R. Williams, in an article “Motion 
and Time Study for Post-War Profits”, outlines in some de- 
tail twelve underlying principles of motion study and in- 
dicates in general its application to the determination of 
standards. 

“The importance of the motion and time study depart- 
ment which in broader terms might be called the standards 
departments, parallels that of the accounting department 
and to a certain degree each depends on the other in order 
to utilize standards costs.” 


Market Profits—Bulletin No. 17, Volume XXV, 1st May 
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1944 of the National Association of Cost Accountants 
carries an article by Silvio A. Tesoriere on “Accounting for 
Market Profits and Management Profits” in which a rather 
complete and analytical picture is presented on the major 
question of market profits in their relationship to account- 
ing statements and to the specific question of inventory 
valuation and its application to the general problem. 

“There is a definite correlation between changes in the 
market value of raw materials and the profit and loss ex- 
perience of business concerns carrying substantial inven- 
tories. The relationship is attributable mainly to the un- 
qualified reflection of market profits and losses in the operat- 
ing statement. This market factor in view of the ethereal 
nature should not be permitted to affect the results of 
management—the only realized and expendable earnings of 
the enterprise.” — 

The various methods of inventory valuation including 
base stock, last in first out, first in first out and inventory 
reserves are discussed in detail with specific reference to 
the limitations of each method in the presentation of ac- 
counting statements which set out correctly the true posi- 
tion of the business. 

A method is devised which, it is claimed, meets the 
drawbacks both of the lower of cost or market method 
of including but not separating market profits, and the 
last in first out or base stock methods of omitting in whole 
or in part market profits and losses. The method suggest- 
ed is captioned “current replacement value of sales method.” 

Under the current replacement value of sales the only 
innovation introduced is in the form of statistical data 
which represents the reproduction cost of sales at the date 
the sale is made. The difference between the selling price 
and reproduction cost of sales represents managements’ 
profit or loss. 

Once the general method is developed for segregating 
the management and market operations certain refinements 
are introduced and a case illustration examined. 

In closing it is pointed out that although the suggested 
method meticulously accounts for market profits on the 
operating statement its function must not end there. “In 
order to insure the best interest of business, those market 
profits must be set aside in a reserve that they may serve 
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as a cushion for the market losses that will come with a 
decline in the market.” 

Transition Period Financing—Ernest C. Brelsford in 
Bulletin No. 18, Volume XXV, 15th May 1944, published 
by the National Association of Cost Accountants, presents 
an article “Corporate Financial Planning for the Transi- 
tion Period” in which special stress is placed on the types 
of corporate problems which will arise or become aggra- 
vated at the cessation of hostilities, and suggestions are 
advanced as to the possible preparations which might be 
made towards the settlement of these problems when they 
do arise. 

Three major problems are considered: “‘(1) The neces- 
sity for adequate provision of proper financial resources to 
meet the requirements of the transition period; (2) the im- 
portance of preparing for contract termination and its re- 
lated problems; (3) the need of a vigorous and realistic 
plan of cost and expense control.” 

Each problem is considered in some detail along with 
suggested plans of preparation for meeting the problems 
when they arise. 

Although no ready panacea is available covering the 
question of planning transition financing, several sugges- 
tions are made covering a review of current financing pro- 
cedures to see to what degree reserves for taxes and re- 
negotiation are being utilized, to consider the advisability 
of covering tax and renegotiation liabilities by tax notes 
(U.S.), to provide adequate controls of inventory to guard 
against undue accumulation and finally to “lay out a transi- 
tion period budget in which you attempt to set forth the 
probable elements of income and outgo for that period cover- 
ing both liquidation of your war business and re-establish- 
ment of your peacetime business.” 

National Balance Sheet—William E. Spruce in Volume 
CX, No. 3618, 8th April 1944 issue of “The Accountant” 
(London) in a special article “The National Balance Sheet” 
advances the suggestion that a balance sheet be prepared 
which would portray the country’s assets and liabilities 
properly valued in respect to which the government per- 
forms a trustee function. 


“After this war, the people’s material welfare will be at 
stake and they as ‘contributories’ concerned in the country’s 
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total resources should have the assurance that their 
country’s assets and liabilities will be properly valued and 
accounted for, on the same balanced accounting basis that 
any concern is compelled to adopt today if it is to survive 
the growing complexities of modern economic conditions.” 

A tentative form of national balance sheet is presented 
and it is suggested that the accountants should assume a 
degree of responsibility in this respect in co-operation with 
other government bodies in the development of satisfactory 
bases of valuation and presentation. 

Internal Control—The April 1944 issue of “The New 
York Certified Public Accountant” (15 East 41st Street, 
New York) carries two articles dealing with the general 
problem of internal control. 

William H. Garbade discusses the question from the 
viewpoint of the internal auditor, and Prior Sinclair dis- 
cusses the question from the viewpoint of the public ac- 
countant. 

In discussing the question of internal control from the 
viewpoint of the internal auditor special stress is directed 
to the fact that internal auditing is not limited in scope 
to merely accounting aspects but covers all phases of mana- 
gerial control including the field of special investigation for 
all layers of management. 

“The internal auditing department enjoys certain unique 
qualities such as loyalty, independence, company training, 
objectivity and perspective which qualify it as the key 
managerial instrument of overall internal control.” 

Against a general historical background of the develop- 
ment of an interrelationship between internal control and 
the functions of the external auditor, an outline is pre- 
sented of the nature of the present relationship of the ex- 
ternal auditor to the question of internal control. To the 
extent that the external auditor has satisfied himself as to 
the actual performance of an efficient system of internal 
control, he will be able to regulate the degree of testing 
which is to be carried out in his audit program. 

In reporting to the public the external auditor states 
along the following lines—“We . . . . have reviewed the sys- 
tem of internal control and the accounting proceedings of 
the company, and have examined or tested the accounting 
records of the company and other supporting evidence, by 
methods and to the extent we deemed appropriate.” 
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The use of the check list as a tool for facilitating a ready 
measuring stick for the effectiveness of the internal control 
is discussed and a suggestive questionnaire is developed 
covering the various phases of the company’s operations. 
The following extract serves to illustrate the nature of the 
suggested questionnaire: “With respect to accounts receiv- 
abie, questions of great importance in the mind of the audi- 
tor are such as these: Are accounts independently confirmed 
by client’s personnel with customers? Are disputed items 
handled by someone other than accounts receivable book- 
keepers? Are write-off of bad debts and adjustment credits 
approved by an officer? Are credit memoranda approved 
by proper authority? Is approval of credit department a 
prerequisite to payment of customer credit balances? Are 
monthly statements sent to all customers? Are statements 
independently checked to accounts and kept under control to 
ensure their being mailed by someone other than the ac- 
counts receivable bookkeeper? Are the duties of the ac- 
counts receivable bookkeeper separate from any cash func- 
tions? Is there more than one accounts receivable book- 
keeper? Are the accounts sections for which they are re- 
sponsible changed from time to time? Are cash postings 
made simultaneously with the posting of the cash receipts 
record by means of a machine bookkeeping device? Are 
allowances for discounts in violation of regular terms of 
sale specifically authorized by a responsible official? Is the 
collection department independent of and does it constitute 
a check on accounts receivable bookkeepers? Is the man- 
agement of the credit department completely divorced from 
the sales department? Is proper control exercised over bad 
debts after they have been written off? 

Change of Auditors—Volume CX, No. 3617, 1st April 
1944 of “The Accountant” carries a leading article on the 
topic of the “Duty of Incoming Auditor” in which certain 
considerations are set forth as guides in facing the pro- 
blem. 

The general principle laid down by the council of the 
English Institute is that where the question of a change in 
auditors is presented it “shall be the duty of any member 
of the Institute before accepting nomination for election 
to communicate with the existing auditors with a view to 
ascertaining the circumstances in which a change of audi- 
tors is proposed.” 
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In discussing the problem in general it is pointed out 
that as the whole end and aim of the auditor’s duty is to 
make a report to his principals he has no responsibility for 
the carrying on of a business and therefore if any of his 
recommendations affecting the accounts are ignored, his 
only remedy is the all-sufficient one of reporting the facts. 
In covering the more specific case of reporting on infrac- 
tions of existing laws it is stated “an auditor is under no 
obligation to act the part of the public informer in drawing 
attention to such a matter”, although he would be required 
to reveal the presence of a contingent liability. 

In closing, the following general rule is suggested as 
governing the acceptance or otherwise of an appointment 
after a determination of the cause of the vacancy by com- 
munication with the existing auditor: “Attempts to dis- 
place which are the expression of resistance to the proper 
performance of duty should be resolutely discountenanced. 
Attempts to displace which are . . . nothing more than re- 
flections of the fact that an auditor has become ‘persona non 
gratia’ should not be placed in the field of professional 
ethics.” 

Termination—Clark L. Simpson in an article “Speeding 
up Termination Settlements” published in the April 1944 
issue of “The Journal'of Accountancy” (15 East 41st Street, 
New York) outlines the arrangements which have been - 
made by government procurement agencies (U.S.) to ex- 
pedite the accounting and auditing procedures involved in 
the termination of contracts, and suggests ways and means 
in which the independent accountant can co-operate. 

Throughout the article special stress is placed on the > 
fact that claims prepared and presented in accordance with 
good accounting practice and without the customary cushion 
for scaling down are the key point in expediting the settle- 
ment of contract cancellation claims. “Office reviews can 
safely become the rule and field audits become the excep- 
tion.” It is therefore in respect to this aspect that the pub- 
lic accountant can function most advantageously. “This 
is the sacred obligation of the accountant and fulfilment 
of it will make a full success of the government’s program 
for prompt settlements.” 

Reference is made to the steps which are being taken by 
the government in presenting training courses on termina- 
tion, problems, questions and complaints, which courses are 
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designed to facilitate the filing of claims promptly and in 
good order. 

N. R. Caine in an article “The Termination of Govern- 
ment Defense Contracts” published in the March 1944 is- 
sue of “Taxes—The Tax Magazine’ (Commerce Clearing 
House Inc., 214 N. Michigan Avenue, Chicago) outlines the 
general procedures to be followed in the filing of claims 
with specific reference to particular aspects. 

The specific problems considered cover the prompt pre- 
sentation of claims, advance preparation for filing the ter- 
mination claim and termination loans. 

“Termination settlements will be greatly facilitated, if 
the contractor will co-operate by maintaining such records 
that will sustain his claims so that the government ne- 
gotiator will find ample support for termination settlements 
no matter how generous they may appear.” 

An editorial in the “New York Journal of Commerce” of 
11th April 1944 states: “An important step in speeding the 
settlement of terminated contracts has been taken with the 
assignment of a single audit representative to act for all 
procurement agencies that have cancelled contracts with a 
particular plant. This will not only speed actual audit pro- 
cedure on the terminated contracts, but will also avoid a 
manpower bottleneck in connection with terminations.” 

The Lawyer and the Accountant—Augustus C. Studer, 
Jr., in an article “The Lawyer and the Accountant’, pub- 
lished in the May 1944 issue of “The Journal of Account- 
ancy’, covers the broad question of the division between 
the fields of law and accountancy. Specific reference is 
made to the common field in which both the lawyer and the 
accountant work and in which no definite part may be as- 
signed to either “tenants in common.” 

Recognizing that the condition of “tenants in common” 
exists, the suggestion is offered that where substantially 
legal questions arise in this field they be left to the lawyers 
and where the problem is accounting it be left to the ac- 
countant. A certain amount of liaison work should be done 
by each profession in order that the members of each be- 
come acquainted with the other. Study and group meetings 
are suggested. 

George O. May in “Accounting in Light of Recent Su- 
preme Court Decisions”, published in the May 1944 issue 
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of “The Journal of Accountancy”, suggests that accountants 
should become more familiar with the fundamental art of 
accounting and that lawyers might benefit from a clearer 
understanding of accounting. 

The recent decisions handed down by the United States 
Supreme Court in Northwestern Electric Company and Hope 
Natural Gas Company cases are used as case studies in an 
attempt to illustrate the manner in which accounting and 
legal issues may become confused. 

In the first case the question was one involving the re- 
moval of the amount of a debit balance from the books in 
which it was ruled by the courts against accounting advice 
that the procedure to be followed was to apply any balance 
which remains after net income has been determined and 
applied in part to dividends. In the second case the ques- 
tion which arose was the determination of “original cost” 
for rate case purposes which involved a legal or regulatory 
question covering the dedication of the purchase to the 
public service. The question was decided by the courts 
upon the accountants’ application of the “original cost” 
concept. 

Labor Unions—Herman Volk in an article “Labor Unions 
and the Revenue Act of 1943’, published in the April 1944 
issue of “The Journal of Accountancy”, discusses the ap- 
plication of section 117 of the (U.S.) Revenue Act, which 
section brings to a head the agitation which has been sim- 
mering covering the presentation of financial statements 
by labor unions. 

Section 117, with certain minor exceptions, requires that 
all organizations although exempt from taxation are now 
required to file an annual return of items of gross income, 
receipts and disbursements and such other information as 
may be prescribed by regulations. 

The article proper discusses the impact of this section 
as applied to the labor unions suggesting certain of the 
difficulties which might be met in complying with the re- 
quirements. 





BOOK REVIEW 


Book Review 


Production, Jobs and Taxes. .By Harold M. Groves. 
Published by McGraw-Hill Book Co. Inc., 330 West 42nd 
St., New York. 116 pages, $1.25. Reviewed by the Editor. 

The Committee for Economic Development, started in 
1942, has been organized both nationally and locally in the 
United States, and is now represented in 1,800 communities 
in all states of the union, where 40,000 business men are 
working as members of local committees to persuade and 
assist the nation’s 2,000,000 private employers to begin 
now to plan their postwar production and employment 
schedules. The committee also has a research division to 
which is assigned the task of recommending what the na- 
tional policy should be. One weakness is that the con- 
clusions expressed by the writers do not have to be in 
agreement with one another or with the entire program, 
and may be at variance with “policy statements” to be is- 
sued by the Committee itself. 

Production, Jobs and Taxes is the first publication, and 
obviously is intended to lay down the broad lines for tax 
reform. While far from light reading, it deals with the 
entire tax situation in the United States as simply as the 
intricacies of the subject permit. The problems there are 
similar to ours in Canada. One of the best services ren- 
dered by the book is in disclosing the inconsistencies of 
the past, which probably have been greater in the United 
States than in Canada, because of its capital gains tax, an 
attempt to specially assess undistributed income, and other 
complications thus far avoided here. 1 

From this book, it is clear that the Committee urges as 
the mainstay of federal revenue, the personal income tax, 
supplemented by assessment of undistributed income, (to 
be credited to the stockholder to apply on personal tax lia- 
bility if and when dividends were distributed or capital 
gains realized) and by high death duties. The aim would 
be to tax the income or increment once, with the death 
duty as a second type of levy. The corporation is viewed 
as an intermediary the taxation of which hampers man- 
agement and expansion with complicated results. The per- 
sonal income tax should have a broad base and a high 
standard rate, and top rates should be modified to again 
make risky investments possible. Loopholes in both income 
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and estates taxation should be plugged by much tighter 
administration. The smaller tax payers would benefit by 
reduction, and as far as possible elimination, of sales and 
excise taxes, as well as by the relief to corporations and 
other business enterprises. The recommendations con- 
clude: “The modifications here recommended would work 
toward a tax system without duplication of taxes, moderate 
as to degree, universal in application, and free from special 
privileges. It is believed that a sensible and well balanced 
tax system is the best incentive taxation.” 

The most far-reaching proposal obviously is that for 

eliminating the duplication between the taxation of cor- 
porate income when earned by the corporation and again 
when disbursed to the shareholders. Here are comments of 
the author in support of this change: “It would be better 
for all concerned were all income to run the gauntlet of 
the tax system only once and at the personal level. Here it 
could be taxed as severely as the needs of the government 
and the interest in equalizing the distribution of income 
might require .... A shift from business to personal taxes, 
by bringing tax burdens into the open and by extending 
the scope of the personal tax with its exemptions and pro- 
gressive rates, will benefit the recipients of lower incomes. 
Under the modifications here proposed, the tax system 
would be more widely and more positively progressive than 
it was before the war.” 
... On the matter of income tax policy the following para- 
graph will be of special interest. “Accountants and busi- 
nessmen are almost unanimous in the view that the govern- 
ment has shown more interest in squeezing an extra dollar 
from the taxpayer than in giving him a square deal. It is 
often alleged that auditors are promoted on the basis of 
their tax recoveries and that businessmen deliberately falsi- 
fy cheir accounts in order to ‘have something for the audi- 
tor to find’. Where there is so much smoke, there must 
be some fire; and even if these views were invalid, the fact 
that they exist indicates very bad government-taxpayer re- 
lations. A vigorous and intelligent program to improve 
these relations should be a first order of business in tax 
administration.” 
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INDUSTRIAL DEVELOPMENT BANK 


The bill to incorporate the Industrial Development Bank, 
introduced in parliament this session, contains the follow- 
ing clause in respect to audit: 


(1) The affairs of the bank shall be audited by the two auditors 
appointed by the governor in council to audit the affairs of the Bank 
of Canada, 

(2) The minister of finance may from time to time require the 
auditors to report to him upon the adequacy of the procedure adopted 
by the bank for the protection of its creditors and shareholders and 
as to the sufficiency of their own procedure in auditing the affairs 
of the bank; and the minister of finance may, at his discretion, en- 
large or extend the scope of the audit or direct that any other pro- 
cedure be established or that any other examination be made by the 
auditors as the public interest may seem to require. 

(3) A copy of every report made by the auditors to the bank 
under this section shall be transmitted to the minister of finance by 
the auditors at the same time as such report is made to the bank. 


THE EXCHEQUER COURT 


A bill to amend the Exchequer Court Act, passed by 
the House of Commons on March 29, provides as follows: 


1. Section four of the Exchequer Court Act, chapter thirty-four 
of the Revised Statutes of Canada, 1927, as enacted by section one of 
chapter twenty-three of the statutes of 1928, is repealed and the fol- 
lowing substituted therefor: 

“4. (1) The Exchequer Court shall consist of the president and 
two puisne judges, who shall be appointed by the governor in council 
by letters patent under the great seal. 

“(2) Whenever in any act of the parliament of Canada reference 
is made to the judge or a judge of the Exchequer Court of Canada 
for the purpose of conferring any power, authority, or jurisdiction 
upon such judge, the same shall be taken to confer the said power, 
authority, or jurisdiction severally and respectively upon the presi- 
dent and the puisne judges of the Court.” 

2. Section eight of the said act is repealed and the following sub- 
stituted therefor: 

“8. The governor in council may, in case of the sickness or ab- 
sence from Canada or engagement upon other duty of the president 
or of a puisne judge, or, at the request of the president, for any 
other reason which he deems sufficient, specially appoint a deputy 
judge having the qualifications for appointment hereinbefore men- 
tioned, who shall be sworn to the faithful performance of the duties 
of the office, and shall temporarily have all the powers incident there- 
to to be terminated at the pleasure of the governor in council.” 
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Personals 


Winspear, Hamilton, Anderson and Company, chartered 
accountants, announce the removal of their Edmonton office 
to 4th floor Empire Block. 


William D. Sumner, a member of the Society of Charter- 
ed Accountants of the Province of Quebec, announces that 
he has opened an office for the practice of his profession 
of chartered accountant at room 522, 132 St. James Street 
West, Montreal, Que. 


William F. Findlay, a member of the Alberta Institute, 
has been admitted to practice as a Certified Public Account- 
ant by the California State Board of Accountancy on pass- 
ing the required examinations. 


W. F. Holding, C.A., Toronto, formerly vice-president 
and comptroller of General Steel Wares Ltd., is now vice- 
president and general manager of the company, and R. 
Bruce Taylor, C.A., Toronto, has been appointed comp- 
troller. Mr. Taylor will continue as treasurer as well. 


Victor LaRochelle, C.A., announces that he has opened 
an office at 111 Cote de la Montagne, Quebec, P.Q. 


Maxwell Goldhar, chartered accountant, announces the 
opening of his office at Suite 301, 156 Yonge Street, Toronto. 


C. P. Mackintosh, C.A., and H. A. Black, C.A., of Edmon- 
ton, Alta., announce the termination of their partnership, 
as Mr. Black does not expect to return to practice in Al- 
berta. Mr. Mackintosh and Elvin A. Christenson C.A., who 
has been associated with him for a number of years, have 
formed the partnership of Mackintosh and Christenson, 210 
Bank of Nova Scotia Bldg., Edmonton, Alta. 


Andrew H. Rathie and Company, Chartered Account- 
ants, Vancouver, B.C., announce that they have admitted, 
as a partner in the firm, Mr. W. G. Rathie, C.A., a son of 
Mr. A. H. Rathie and formerly associated with the Domin- 
ion Income Tax Department. 


Messrs. Stiff Bros. & Sime, chartered accountants, an- 
nounce the admission to the partnership of Mr. James E. 
Cunningham, and that they will continue to practise as 
heretofore, under the name of Stiff Bros. & Sime. 


116 





OBITUARIES 


Messrs. Robertson, Robinson, McCannell & Dick, chart- 
ered accountants, announce the admission to partnership 
of William I. Hetherington, who had been associated with 
this firm for eight years and more recently was Ontario 
assistant regional superintendent of Employment Service 
and Unemployment Insurance. 


H. R. Doane and Company, chartered accountants, of 
Halifax, N.S., announce the opening of offices at 53 Grafton 
St., Charlottetown, P.E.I., with Randolph W. Manning, 
C.A., as resident partner. 


Obituaries 
The Late William E. Hodge 


The Institute of Chartered Accountants of Saskatchewan 
regrets to announce the death on 15th July of William 
Ewart Hodge, at the age of 61. 

Mr. Hodge was born in 
Leyton, England, educated 
in London and came to Can- 
ada, taking up residence in 
Moose Jaw. He was ad- 
mitted a member of the 
Saskatchewan Institute in 
1909 and was made a Fel- 
low in 1915. 

As senior partner of the 
firm of Hodge, Bamford 
and Wilder he was active in 
his profession until the day 
of his death. He served as 
member of Council and as 
secretary-treasurer of the 
Saskatchewan Institute for 
a great many years, was 

eachenan ie president of the Institute 

; for the year 1919-1920 and 

president of the Dominion Association for the year 1938- 

1939. Throughout his thirty-five years of practice Mr. 

Hodge served his profession and community faithfully and 
with outstanding ability. 
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Mr. Hodge had many interests in the community and 
gave much of his time to public service. Included in his 
many public services were three years as alderman of the 
City of Moose Jaw, twenty-six years as secretary-treasurer 
of the Saskatchewan Urban Municipal Association, Presi- 
dent of the Moose Jaw Board of Trade, president of his 
Rotary Club and master of his Masonic lodge. He was 
active in the Canadian Red Cross and in the organization 
of district and provincial musical festivals. 

Mr. Hodge is survived by his wife, two daughters—Joan, 
who is a captain in the C.W.A.C. and Mrs. Hugh Harvey 
of Regina; three sons—Ewart in the Canadian Army over- 
seas and Norman and Roland in Moose Jaw. To them the 
Institute offers its sincere sympathy. 


The Late Norman Douglas Mackay 


The Institute of Chartered Accountants of Ontario an- 
nounces with regret the sudden death on July 4th at 
Trenton, Ontario, of Norman Douglas Mackay of Toronto 
in his 47th year. 

The late Mr. Mackay was employed in his father’s office, 
John Mackay and Company, for five years before passing 
his final examination in 1929. In 1930 he entered upon 
employment with Price, Waterhouse and Company and was 
associated with them at the time of his death. 

To his wife, daughter and mother, the Institute offers 
sincere sympathy. 





Provincial News 
Alberta 


The annual meeting of the Institute of Chartered 
Accountants of Alberta was held in the Macdonald Hotel, 
Edmonton, on Saturday the 24th day of June, 1944. W. 
G. Skinner, president, was in the chair. Preceding the busi- 
ness meeting there was a luncheon attended by 60 mem- 
bers, guests and candidates successful in the examinations 
held last December. Mr. George H. Steer, K.C., of Edmon- 
ton, president of the Law Society of Alberta, was the guest 
speaker. 
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Other guests at the head table included: Hon. J. C. 
Bowen, lieutenant-governor of the province of Alberta; 
acting-mayor S. Parsons of Edmonton; Robert Newton, 
president of the University of Alberta; E. W. S. Kane, K.C., 
secretary of the Law Society of Alberta; Professor G. A. 
Elliott of the Department of Economics of the University 
of Alberta; Ronald Martland, K.C. and A. E, Ottewell. 


After Mr. Steer’s speech the following successful can- 
didates in the final examinations were presented with their 
certificates: Elvin A. Christenson, Edmonton; Harold F. 
Herbert, Vancouver, formerly of Calgary; John B. Mac- 
Mahon, Edmonton; William L. C. Wallace, Calgary. Mr. 
Wallace was also presented with the gold medal and prize 
awarded by the Institute for obtaining the highest stand- 
ing with honours in Alberta in the final examination and 
' with the silver medal and prize awarded by the Dominion 
Association for obtaining the second highest standing in 
the Dominion in the same examination. In addition to the 
above, Dorland H. Fowler, Edmonton, was presented with 
the prize awarded by the Institute for obtaining the high- 
est standing in Alberta in the intermediate examinations 
and Joseph Faller, Edmonton, was presented with the medal 
and prize for obtaining the highest standing with honours 
in the primary examinations. 


During the meeting there was considerable discussion 
among the members with reference to the rehabilitation of 
articled students following their return to civilian life from 
service in the armed forces of Canada. 


The following members were elected to the Institute 
Council for the ensuing year: B. G. Aylen, C. K. Huckvale, 
R. W. Hamilton, M. C. McCannel and W. G. Skinner of 
Edmonton, and H. E. Howard, K. J. Morrison, W. F. Reid 
and F. A. Smith of Calgary. Mr. Reid, who is the immediate 
past president of the Junior Chamber of Commerce of Can- 
ada, was chosen by the Council to be president of the In- 
stitute with Messrs. Huckvale and Morrison as vice-presi- 
dents and Mr. McCannel as secretary-treasurer. 

The meeting paid its respects to the late Major-General 
A. E. Nash, a member of the Institute for many years, and 
to the late Stanley V. Garside, an articled student until his 
enlistment in the R.C.A.F. in 1940. 


119 





THE CANADIAN CHARTERED ACCOUNTANT 


Manitoba 


The members of the Institute of Chartered Account- 
ants of Manitoba held their fifty-eighth annual meeting on 
Wednesday, June 28, 1944, at the Royal Alexandra Hotel, 
Winnipeg. The president, Mr. E. J. Williams, was in the 
chair. The annual report of the Council and the accounts 
for the year 1943-44 were received, and other business 
transacted. Amongst the by-laws passed at the annual 
meeting was one restricting the number of students who 
may be registered by practising members, and also a by- 
law giving the Council power to refuse to register a student 
until his employer has satisfied the Council that he can 
provide the student with the necessary training. 


The names of members and students who had received 
decorations for service with the forces were read to the 
meeting. The members stood while the names of members 
and students who had lost their lives on active service were 
read, and afterwards paid a silent tribute to their memory. 


In recognition of their long and valuable service to the 
Institute, and especially of their work in connection with 
the classes conducted for students, Fellowship of the In- 
stitute was conferred upon Messrs. William Gray and 
Walter J. Macdonald. The sponsors of the motion empha- 
sized the fact that Fellowship of the Institute was a very 
jealously guarded honour and was given only to those who 
had rendered signal service to the Institute. 


The members elected to serve on the Council for the 
two year term ending May 1946 are: Messrs. Alex. Gray, 
Frank L. Green, Stanley M. Milne, J. Gray Mundie, John 
Parton, Daniel Sprague and William Young. The members 
of the Council who will continue in office for another year 
are: Messrs. R. T. Cunningham, Frederick Johnson, Carle- 
ton Lynde, Walter J. Macdonald, R. A. Roberts, Frederic 
J. Tibbs, and E. J. Williams. Mr. D. Lofthouse was re- 
appointed auditor. 

During the luncheon which followed the business meet- 
ing, the president extended a welcome to the following 
members of His Majesty’s forces who were present: Pay- 
Master Lt. James Sutherland and Cpl. Douglas Wickett. He 
also extended a welcome to the following new members of 
the Institute: Messrs. A. Edson Boyd, John W. Corbett, 
Norman Wildgoose and James Houghten Smith. One new 
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member LAC Clarence Nicholl could not attend. Dr. W. J. 
Spence, Registrar of the University of Manitoba and an 
honorary member of the Institute presented the Certificates 
of Fellowship to Mr. William Gray and to Mr. Walter J. 
Macdonald, and expressed the great pleasure it gave him 
to assist in honouring two men with whom he had been 
closely associated for many years, not only in the conduct 
of the classes condueted by the University on behalf of the 
Institute, but also in connection with the Department of 
Commerce of the University. Mr. Gray and Mr. Macdonad 
both expressed their deep appreciation of the honour they 
had received at the hands of their colleagues. 

Dr. Spence also presented to Mr. A. Edson Boyd the 
Manitoba Institute prize of $100.00 which was awarded to 
him as the Manitoba student ranking highest in the final 
examination of December 1943, and the W. A. Henderson 
silver medal to Mr. Acton Chalu the Manitoba student rank- 
ing highest in the intermediate examination. 

At a meeting of the Manitoba Council on July 15th, the 
following were elected as representatives to the Council of 
the Dominion Association: E. J. Williams, Carleton Lynde, 
and R. A. Roberts. 

The Manitoba Chartered Accountants’ Benevolent Asso- 
ciation held their twelfth annual meeting on June 28, at the 
Royal Alexandra Hotel, Winnipeg. The chair was taken 
by Mr. Frederic J. Tibbs, vice-chairman of the Board of 
Trustees. The chairman thanked the members for main- 
taining their contributions notwithstanding the difficult 
times, and drew attention to the fact that the fund had now 
reached $5,500. The trustees re-elected to serve on the 
board are: Messrs. James W. Abbott, R. Vernon Fletcher, 
T. H. Rathjen, Frederic J. Tibbs, and E. J. Williams. 


Nova Scotia 


A special luncheon meeting of the Institute was held at 
the Lord Nelson Hotel, Halifax, N.S. on June 8th in honour 
of Mr. H. G. Norman, C.M.G., F.C.A., who visited us in 
his capacity as Dominion president. Mr. Norman was con- 
gratulated by the chairman upon the honour conferred on 
him by His Majesty. 

Following the luncheon Mr. Norman reviewed the work 
of the council and committees of the Dominion Association. 
He also referred to the Dominion convention to be held at 
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Saint John, N.B., and requested a large representation from 
Nova Scotia. A very pleasant time was spent, by those 
members who were fortunate enough to be in Halifax and 
able to attend, in listening to the interesting review given 
by Mr. Norman and in discussing with him matters of com- 
mon interest, and also in reminiscing. 

The annual meeting of the Institute was held at the 
Lord Nelson Hotel, Halifax, N.S., on the evening of June 
19th. The meeting was preceded by a dinner at the hotel. 
The meeting was well attended and a very profitable eve- 
ning was spent. We were pleased to welcome Squadron 
Leader B, M. Sears, recently returned from overseas. The 
president also welcomed one new member who was success- 
ful in passing the final examinations of the Institute in 
December last and presented to Mr. H. B. Robertson, the 
successful candidate, his diploma. 

Mr. J. C. Nicoll was elected president and Mr. F. L. 
Silver vice-president. Mr. L. E. Peverill was reappointed 
secretary-treasurer. The following are members of Coun- 
cil: Messrs. H. R. Doane; H. J. Egan; T. H. Johnson; J. E. 
Lloyd; G. E. Martin; W. A. Morrell; F. A. Nightingale; 
L. E. Peverill and L. J. Wilson. Mr. J. C. Nicoll and Mr. 
R. C. Buchanan were appointed as official delegates to the 
annual meeting of the Dominion Association. 
Ontario 

The Institute of Chartered Accountants of Ontario held 
its 61st annual meeting at the Royal York Hotel, Toronto, 
on Friday, 23rd June. Mr. Russel R. Grant, president, 
welcomed the members and called the meeting to order. 

The members elected to serve on the council for the year 
1944-45 were: B. A. Armstrong, K. LeM. Carter, W. H. 
Caulfield, R. C. Cowle, W. D. Glendinning, Henry Glover, 
R. R. Grant, H. P. Herington, W. F. Holding, E. J. Howson, 
A. R. McMichael, C. A. Patterson, S. G. Richardson, G. W. 
Smith and W. A. Staples. 

The report of the council and the financial statement 
showed that progress had been made during the year. The 
Institute now has 150 members and 375 students in the 
armed forces. Since the beginning of the war eight mem- 
bers and twelve students have made the supreme sacrifice. 

It was resolved not to hold the annual supper dance 
and the money usually spent in this entertainment was 
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voted to the Canadian Red Cross. On account of the gaso- 
line rationing the golf tournament was not held. 

At the meeting of council immediately following the 
annual meeting the following officers were elected for the 
year: E. J. Howson, president; C. A. Patterson, Ist vice- 
president; A. R. McMichael, 2nd vice-president, and H. P. 
Herington, secretary-treasurer. The three senior officers 
were appointed representatives on the Dominion Associa- 
tion council. Messrs. S. E. Parker and M. F. Pridham were 
appointed auditors for the ensuing year. 

Word has been received that Fit. Lt. George Lachlan 
Court is missing after air operations, early in June. He 
has also been awarded the Distinguished Flying Cross. 

Fit. Lt. Court passed his final examination while em- 
ployed by Price, Waterhouse and Company of Toronto and 
at the time of his enlistment in 1941 was with the Bursar’s 
Office, University of Toronto. 


Quebec 


The sixty-third annual meeting of The Society of 
Chartered Accountants of the Province of Quebec was held 
in the assembly room of The Royal Bank of Canada, 
Montreal, on Thursday, June 22nd. Officers and members 
of Council elected were: President, H. C. Hayes; first vice- 
president, P. F. Seymour; second vice-president, Frank E. 
H. Gates; honorary secretary-treasurer, A. Emile Beau- 
vais; members of Council, T. Lowe Ferguson, Philip 
Godfrey, E. C. Leetham; J. M. Miller and Jean Valiquette. 
Other members on the Council are J. Fulton Camelford, 
R. J. P. Dawson, C. N. Knowles, A. E. Pierce and G. A. 
Sharp. 

The membership of the Society at May 31st, 1944, in- 
cluding ninety-six members in the armed forces, totalled 
seven hundred and sixty-two, being an increase of twenty- 
two during the year. Students registered with the Society 
at May 31st, 1944, numbered five hundred and thirty, in- 
cluding two hundred and thirty-seven students in the 
armed forces and forty women students. 

A joint committee of the society and the Students’ 
Society has submitted a report in respect of the rehabilita- 
tion of members and students returning from the armed 
forces with recommendations with regard to special 
courses, remission of service and other pertinent matters. 
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This report has received the approval of Council and a copy 
.has been sent to the Dominion Association of Chartered 
Accountants. 


In the past year one hundred and sixty-six new books 
were added to the library, which has continued to be used 
extensively by both members and students. The library 
now contains over two thousand books on accounting and 
kindred subjects, and in order to provide space required 
it was found necessary to secure two additional offices, one 
for the library, the other to be used as a reading room. 


The Council again authorized a grant of twenty-five 
dollars to any member or registered student writing an 
article of merit especially for “The Canadian Chartered 
Accountant” and published by the editor. Eleven articles 
contributed by eight members and one student were pub- 
lished during the past year. The magazine is being sent 
at the expense of the Society to all members in the armed 
forces who wish to receive it. 


Tribute was paid to P/O J. L. Hutchison and Squadron 
Leader J. P. Redpath, who were killed on active service. 
The Society also records with deep regret the death of 
Robert Wilson, former secretary-treasurer of the Society 
and of Alastair A. Gowan, a past president. 


Word has been received that Fit. Lt. Alan G. Byers is 
reported missing after an operational flight. The members 
extend their sincere sympathy to his family, and hope that 
he will eventually be found safe and well. 


Saskatchewan 


The thirty-sixth annual meeting of the Institute of 
Chartered Accountants of Saskatchewan was held in the 
Bessborough. Hotel, Saskatoon, on the 24th June. Reports 
were presented by various committees of the institute, the 
main one of which was that of the by-laws committee. 
During the year, all by-laws of the institute were reviewed 
and the meeting approved several changes which will ap- 
pear in the 1944-1945 year book of the Dominion Associa- 
tion when published. 

The suggestion that the institute should give recog- 
nition to the newly formed College of Commerce in the 
University of Saskatchewan by presentation of prizes, 
awards or bursaries was approved and the council was in- 
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structed to investigate the best plan in this regard and 
to act thereon. 

During the year, final details were completed for a 
course of study for students preparing for examinations 
and it was reported that such course is now compulsory. 

All retiring members of the council were returned to 
office by acclamation and at a council meeting following 
the annual meeting the following officers were appointed for 
the ensuing year: President, W. G. Smith, Regina; Vice- 
President, E. A. Rawlinson, Prince Albert; Secretary- 
Treasurer, E. C. Gerry, Regina. 

In recognition of service rendered to the institute, 
Messrs. C. P, DeRoche of Saskatoon and T. H. Moffet of 
Regina were granted fellowships in the institute. At the 
annual dinner of the institute, the Dean Neilson Medal for 
special merit was presented to Miss Florence Wunderlich 
of Regina, a successful student in the final examinations 
of December 1943. The gathering was addressed by Pro- 
fessor Simpson of the history department of the University 
of Saskatchewan, who chose as his subject “A Trial Bal- 
ance of Nationalities in the Province of Saskatchewan.” 


Student Association Notes 


Quebec 


The annual meeting of The Chartered Accountants Stu- 
dents’ Society of the Province of Quebec was held on June 
26th, and the following officers were elected: President, J. 
C. Newland, C.A.; vice-president, A. W. Hamilton, C.A.; 
treasurer, E. McNeil, C.A.; secretary, E. Grearson. Com- 
mittee: M. Brain, C. Bray, C.A., A. L. Bell, F. Knowles, C.A., 
S. Kwiat, Miss E. M. Lauder, A. M. Macaskill, D. A. Men- 
ard, C.A., J. Ste. Marie, C.A., plus two representatives of 
the senior Council. Honorary presidents: C. F. Elderkin, 
C.A., H. C. Hayes, C.A., R. J. P. Dawson, C.A. 

The membership of the Students’ Society at May 31st, 
1944, numbered eight hundred and forty-one, being com- 
posed of five hundred and thirty registered students, 
twenty-five graduates and associate members and two hun- 
dred and eighty-six Chartered Accountants, an increase of 
one hundred and thirty-seven during the year. 
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In the past year the Students’ Society sponsored three 
lectures on income tax given by Mr. A. W. Gilmour, C.A., 
which were well attended by students, chartered account- 
-ants and the public and Mr. Gilmour’s notes were again 
published. Two lectures were given by Mr. E. C. Leetham, 
C.A. on the preparation and presentation of briefs for 
standard profits claims, and these were voted an unqualified 
success. Group discussions on examinations were organ- 
ized for both French and English students, and a dinner 
and mock trial of auditors for negligence of duty were 
thoroughly enjoyed by the members present. 


The “Canadian Chartered Accountant” is being sent at 
the expense of the Society to all students in the armed 
forces who have expressed a desire to receive it. Cigarettes 
were sent at Christmas to ninety-five students serving 
overseas and in prison camps, and many letters of appre- 
ciation have been received. Copies of the annual report 
have also been mailed to all students in the forces. 


The Students’ Society is taking an active part in the 
plans for the rehabilitation of students after the war. 


LT. KENNETH PHILIP: News has been received that Lt. 
Kenneth Philip, 2nd Canadian Armoured Regiment (Lord 
Strathcona Horse) was killed in action in Italy on 24th 
May, 1944. At his own request, Kenneth was transferred 
from an administrative position with the Regimental Funds 
Board and posted to a field unit. In his report his com- 
manding officer stated that Kenneth was universally well 
liked in his regiment and had proved to be a very efficient 
officer and leader. Prior to his enlistment Kenneth was in 
the employ of Deloitte, Plender, Haskins and Sells and was 
in his final year’s accounting studies. To his widowed 
mother, the members extend their sincere sympathy. 





STUDENTS’ DEPARTMENT 


STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


In his book “Financial Accounting” to which we first 
referred two months ago Mr. May makes a comprehensive 
historical and critical study of depreciation in relation to 
public utility accounting. He begins by pointing out that 
annual depreciation charges are an amortization of cost 
over useful life; they are not an attempt to measure a 
change in value; they have nothing to do with replacement. 
He then observes (p. 180) that “the legal treatment [in 
public utility regulation] of depreciation as a function not 
of cost but of value, both in the determination of the rate 
base and in measuring the consumption element of the cost 
of service was no doubt internally consistent, but its con- 
sistency with the whole theory of regulation was less clear, 
and it ignored the problem of continuity which is nowhere 
more essential than in accounting for property exhaustion.” 
But even when the amortization concept has been accepted 
the problem remains of finding an appropriate method of 
allocating depreciation over the life of the property. ‘The 
fundamental concept of depreciation today is that property 
may be regarded as a store of future usefulness that is 
constantly being diminished. If for the sake of simplicity 
it is assumed that the store will be exhausted by equal in- 
stalments over a fixed period of years, then the value of 
the unexhausted store declines in the same way as that of 
an annuity for a fixed term. Hence if the object is to insure 
that the store of future usefulness shall always be carried 
at the sum which a purchaser could afford to pay therefor 
(still upon the same hypotheses) the depreciation charge 
can properly be computed from annuity tables at the ap- 
propriate rate of interest. The residual value so shown 
will always be greater than the balance that would remain 
if the original sum were amortized by equal annual in- 
stalments, but the difference will vary as the life of the 
units varies.” (p. 145). Mr. May illustrates this proposi- 
tion by showing that whereas the unamortized cost of an 
asset at mid-life (ignoring salvage) on a straight line basis 
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will in every case be 50 per cent, yet the percentage of cost 
which a purchaser could afford to pay at mid-life would 
vary from 64 per cent if total life were twenty years, to 
81 per cent if total life were fifty years (on a 6 per cent 
interest basis). The conclusions which Mr. May reaches 
from these and kindred observations are of interest to all 
who are engaged in public utility accounting or rate re- 
gulation. 
* ne * 

One of the most persistent troubles in connection with 
accounting terminology, though perhaps not one of the 
most intrinsically important ones, concerns the use of the 
terms “deferred charges” and “prepaid expenses.” It is 
perhaps worth while for us to remind ourselves that our 
Committee on Terminology has defined deferred charges as 
“expenditures made by a company or corporation which re- 
sult (usually) in intangible benefits, these being either con- 
tinuous or of indefinite duration, e.g., preliminary expenses 
on incorporation, moving expenses, etc.,’”’ and has gone on 
to say that the term should not be used for expenditures 
which have a definite value realizable in future periods, 
such as insurance premiums prepaid, rent paid in advance, 
etc., and which should be designated “prepaid expenses.” 

A further question but one lying outside the field of 
terminology is whether prepaid expenses (as defined by the 
Committee) should be grouped with the current assets or 
be presented as a group by themselves. Our own inclina- 
tion is to include them with the current assets since they 
will be realized in cash at least as soon as some other in- 
ventory components whose inclusion in current assets no 
one would dispute. 

* t 3 


STUDENTS’ ASSOCIATION NOTES 
Ontario 


The Chartered Accountants Students’ Association of 
Ontario announces with regret that F.0. Douglas Gordon 
Biggs has been reported missing after air operations. Mr. 
Biggs was a student of Arthur A. Crawley & Company in 
Sudbury and had only completed half of his first year 
course when he enlisted in the Royal Canadian Air Force. 
He went overseas in February 1943. 
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PROBLEMS AND SOLUTIONS 
THE PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the per- 
sonal views and opinions of those members. They are designed not 
as models for submission to the examiner but rather as such dis- 
cussion and explanation of the problem as will make its study of bene- 
fit to the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 


INTERMEDIATE EXAMINATION, DECEMBER 1943 
ACCOUNTING I, QUESTION 4 (20 marks) 

From the following particulars, taken from the books of AB Co. 
Ltd., as at 31st December 1942, prepare balance sheet as at that date: 
Buildings 
Leasehold premises 
$50,000, 8% debentures, sold at 90 and redeemable at 100, re- 

payable 31st December 1950 
Bills receivable discounted 
Share capital; Authorized 150,000 shares of $5.00 each; issued 

100,000 shares of which $2.50 has been called up and paid 
Calls paid in advance 
Reserve fund of $60,000 invested in Dominion of Canada bonds, 

at par 
Advances by company on security of future deliveries of pur- 

chases 
Bills receivable 
Reserve for contingencies 
Depreciation reserve 
Accounts payable 
Accounts receivable 
Reserve for bad debts 
Bank overdraft 
Furniture and fixtures 
Inventory, 3lst December 1942 
Cash 
Accrued charges $2,400; prepaid expenses $2,000 
Interim dividend paid 
Reserve for redemption of debentures 
Goods out on consignment at cost (unsold) 
Patent rights 
Reserve for expiration of leaseholds 
Premium on shares 
Preliminary expense 
Surplus—balance at credit, Ist January 1942 
Unclaimed dividends 
Profit for year 1942 
Income taxes are estimated at $10,000 for the year. 


SOLUTION 
AB CO. LTD. 
BALANCE SHEET AS AT 3list DECEMBER 1942 
ASSETS 
Current 


Cash : $ 300 
Bills receivable 12,500 
Accounts receivable : 

Less: Reserve for bad debts 2,900 37,100 
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Inventory, as determined and certi- 
fied by responsible officials of the 
Company, and valued at cost .... 

Inventory of goods on consignment, 
valued at cost 

Advances to customers (Secured) .. 


Reserve fund investments 
Dominion of Canada bonds, at cost 


Prepaid expenses 


Capital 
Buildings 
Furniture and fixtures 


Less: Depreciation reserve 


Leasehold premises 
Less: Reserve for expiration 


Patent rights .. 


Other debit balances 
Discount on debentures 
Preliminary expenses . 


Current 
Bank overdraft 
Provision for income taxes 
Accounts payable 
Accrued charges 
Dividends unclaimed 


Long-term 
8% Debentures, due 31st 
December 1950 
Capital and Surplus 
Share Capital 
Authorized—150,000 shares 
of $5.00 each 
Issued—100,000 shares on 
which $2.50 per share 
has been called and paid 
Calls paid in advance .... 
Capital Surplus 
Premium on shares 
Proprietorship reserves 
Reserve fund 
Reserve for redemption of 
debentures 
Reserve for contingencies. . 


17,400 


66,000 
162,000 $295,300 


$ 28,700 


8,600 $ 20,100 


- $ 75,000 
24,000 51,000 


7,000 78,100 


$ 5,000 
8,750 13,750 


$449,150 


$ 33,700 


50,000 


$250,000 
2,500 


12,500 


60,000 


2,500 
7,500 
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Larned Surplus 
Balance ist January, 1942 $ 14,750 
Add: Profit for year 1942 40,700 


$ 55,450 
Deduct 
Dividend declared and paid $ 15,000 
Estimated provision for 
income taxes 10,000 25,000 30,450. 365,450 


$449,150 


Contingent liability 
Bills receivable under 
discount $ 30,000 


Note to Solution 

The problem gives $30,000 as the amount of “bills discounted”. 
This figure is used in the solution as the amount of the contingent 
liability at the date of the balance sheet in respect to bills under dis- 
count—but it is so used only for lack of a figure of bills discounted 
during the period and not matured by the date of the balance sheet. 


PROBLEM II 
FINAL EXAMINATION, DECEMBER 1943 
ACCOUNTING II, QUESTION 4 (15 marks) 

A concern manufactures a simple household appliance of such 
utility and appeal that it sells at $7.50, although it costs only $5.00 
made up as to: Material $1; labour $2; overhead $2. The present 
rate of production is 500 weekly and the concern operates on an 
8-hour day. The management wishes to expand the market for the 
product, but realizes that in order to do so, it must reduce the 
price. The directors are reluctant to increase plant facilities, but 
are considering introducing either a 16-hour, or a 24-hour day, i.e. 
either two or three shifts. They estimate that a two-shift system 
would increase the labour cost by 10c per unit on the production 
of the second shift, and the total overhead expense by 20%; while 
the introduction of a third shift would cause a 20c increase in the 
labour cost for that shift and 50% increase in the total overhead, 
although in the latter case increased buying power should reduce the 
material cost by 15%. It is expected that production will be in- 
creased pro rata to the increase in working hours. 

Required: 

As a guide to the directors, you are asked to set out figures to 

show the overall cost at different volumes of production. 
SOLUTION 

Statement of probable cost of production on various bases: 

8 hour day 16 hour day 24 hour day 

(Prod. 500 (Prod. 1,000 (Prod. 1,500 

per week) per week) 
Material “$1,000 $1,275 
Labour at standard rates 1,000 2,000 3,000 
extra cost - 50 150 

Overhead 1,000 1,200 1,500 


$2,500 $4,250 $5,925 


Average cost per unit .... $5.00 $4.25 $3.95 
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PROBLEM III 
FINAL EXAMINATION, DECEMBER 1943 
ACCOUNTING II, QUESTION 5 (10 marks) 

A client who is considering the installation of a standard cost 
system asks for an explanation of the term “variance” (or “variation’”’). 
Required: 

You are required to submit your reply, illustrating your remarks 
by means of a suitable example. 


SOLUTION 
The Client, 
Anywhere. 
Dear Sir:— 

You ask for an explanation of the term “variance” as used in 
standard costing terminology. It is the term applied to the differ- 
ences which arise between the “pre-determined” (or estimated) cost 
and the actual experience for any period. As you know, the basic 
principle of standard costs is that an effort is made to set costs be- 
forehand, by a process of estimating the consumption of materials, 
the expenditure of labour, and the probable amount of those expenses 
called “overhead”. The cost per unit having been thus forecdst, the 
accounts are so drawn up as to show the predetermined amount for 
each cost factor and at the same time, the difference between the 
estimate and the actual figures. 

For example, the cost of an article might be estimated at $100 
made up as material $50; Labour $30 and Overhead $20. If the 
production for a month was say 1,000 articles, the cost statements 
might appear somewhat as follows:— 

Standard , Actual Variance 
Total Unit Total Unit Total Unit 
Cost Cost 
Material ..... $ 50,000 d J $—1,500 
Labour 30,000 J ; +4,100 
Overhead .... 20,000 i ; —3,100 


$100,000 : : $ —500 


In practice, and having regard to the size of the figures shown 
in this example, it is highly probable that the variances would be 
more substantial than those shown, but the figures will suffice. 

Once the variances have been established, the proper procedure 
is to examine each one with a view to determining the reasons there- 
for and to lay down plans leading to the elimination of those factors 
which are causing actual costs to exceed estimates. Thus, in the 
above example, the labour cost in particular would be subjected to 
scrutiny. It should also be borne in mind that the presence of a 
favourable variance (as in the case of overhead) might indicate that 
accounting methods were inaccurate. For example, it may be that 
expenses are not being properly accrued or written off (in the case 
of deferred expense). 

I trust that I have made myself clear. If you desire any further 
information please do not hesitate to communicate with me again. 

Yours, &c. 








